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FEDERAL RESERVE REQUIREMENTS ACT OF 197S 



KONDAY, AUanSI 14, 1978 

U.S. Senate, 
Committee on Banking, Houbing, and Urban Apfairs, 

Waahmgton, D.O. 
The committee met at 10 K)5 a.m. in room S302, Dirksen Senate Office 
Building, Senator William Proxmire, chairman of the committee, 
pre^dii^. 

Present : Senators Proxmire, Lugar, and Schmitt. 
The Chaibican. The committee will come to order. 
Good mominf , Mr. Chairman. 
Mr. MTT/f-tB- Good morning, Mr. Chairman. 

OFEimia ffCATEMEFT OF CHAISHAH PBOXHIBE 

The Ghaibman. Today we begin i days of hearings on matters 
reUted to reserve requirements and affiliaticm with the Federal Reserve 
System. The bill before the committee is S. 8304. 1 introduced the meas- 
ure by request of the Federal Keserve Board. There are also other bills 
on this same issue being considered by the House Banking Committee. 

The legislation before us contains four parts : 

1. The establishment of universal reserve requirements against 
transaction accoimts of all depository institutions ; 

2. Bestruoturing of reserve requirements including establishment of 
reeeoTves against transaction accounts with a range of 3 to 10 percent 
and reducing the lower limit of the reserve range against time and sav- 
ings depositH to one- half percent from the present 3 percent ; 

3. The establishing of a rational pricing system for services cur- 
rentlyprovided free of charge by Federal Iteserve banks; and 

4. The congressional authorization of interest payment on reserves 
held at Federal Reserve banks. 

The objectivee of the legislation according to the Federal Reserve are 
to provide for greater competitive equality among financial institu- 
tions, to improve the conduct of monetary policy, U> assure the safety 
and soundness of the banking system, aaa to promote a sound and 
efficient payments system. 

The major thrust of the legislation is to find a solution to the Federal 
Reserve's loss of members. "Kierefore, it is incumbent on the committee 
to tfet answers to questions about the Federal Reserve's membership 
pnmlem and to understand the implications for this problem for Fed- 
eral Reserve policy. The membership problem has been an over- 
bearing concern of the Federal Reserve for some time. I fear that 
the diversion of time devoted to this issue may be harmful to more 
important mcmetaiy matters. 

(1) 
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It is difficult to believe that we should need to be concerned with 
membership in the Nation's central bank. The Federal Reserve is 
virtually tuone among central banks throughout Uie world in its 
reliance on membership. In almost all other nations all banks must 
be related to the central bank at least for monetary control purposes 
and most of the time for clearing and settlement of payments. Wlw 
we should perpetuate the idea of "membership," as such, in the TJ.S. 
central bank rather than mandating some affiliation for all banks is a 
question that must be asked from uie very start of these hearings. If 
mandatory universal reserve requirements can be established, the 
issues raised by the Federal Reserve would be solved once and for 
all and the Federal Reserve could get on with its important job of 
being a central bank to the Nation rather than a "members only" club. 

I would like to make a few observations about each of the parts of 
S. 3304. The issues are not entirely new, but they are complex and 
many of them are technical. 

First, I think universal reserves on transaction balances is needed 
and that we should work toward this basic change in order to blur 
the distinction between members and nonmembers. But it must be 
done in a fair manner and it must include a recognition of the costs 
of reserves, especially to small banks; it must include access to the 
discount window for all banks ; and it must include access to the Fed- 
eral Reserve's payments system for all depository institutions. 

Second, since the cost oi idle reserves and the complicated reserve 
structure has been emphasized by the Federal Reserve it is important 
to consider carefully both simpliiication and a reduction in required 
reserves. However, reducing required reserves will result in lower 
earnings to the Federal Reserve and thus will result in reduced rev- 
enue for the Treasury. The committee has an obligation to be mindful 
of the potential cost to the Treasury and the taxpayers of this country 
and to guard against an outri^t granting of mnds to the banks. 
Reserve reductions need to be justified, especially the request made by 
the Federal Reserve to reduce the lower limit on the time and savings 
reserve range to 0.S percent. That's a drastic reduction and it's one I 
think we ought to look at very carefully, 

Third, on almost every basis the charging for Federal Reserve 
services at market-related prices makes good economic sense. It would 
provide for a more ^cient payments system by clearly indicating costs 
and allocating services to users willing to pay. It would allow the pri- 
vate sector to compete with the Federal Reserve for payments service 
business. They cannot do that effectively now because of the zero 
prices set by the Federal Reserve and the monopoly that has been 
created. Pricing would also allow for a rational and fair access policy. 
Federal Reserve services are now basically available only to members. 
Open access to all depository institutions willing to pay should be 
soujiht. 

Finally, the payment of intere^ on reserves must be examined with 
utmost care. There is no precedent for this in the history of the FedenJ 
Reserve and there is no authorization in (he Federal Reserve Act or 
in its legislative history, I have opposed such interest payments before 
because even payment of a modast amount of intere** would set a 
preced^it that would be nn invitation to Inrger and larger transfer 
of funds from the Treasury to the banks. I remain skeptical of the 



need for such payments. It seems to me the Federal Reserve's member- 
sliip problem could be solved without cost to the Treasury simply by 
requiring all institutions to keep reserves at the Federal Reserve 
buiks. 

There are a lot of questiwis to be asked. I'd like to welcome you 
again, Chairman Miller. You have been an outspoken proponent of 
getting something done about Federal Reserve membership. At this 
point you must feel like the little Dutch boy holding his finger in 
the dike waiting for someone to hold back the floodwat«rs. You want 
Congress to stop the membership flood and have been determined in 
your effort. But, I must warn you that in another story Jason's job 
was to guard the golden fleece. The Congress must protect the 
Treasury. 

I hope that we can find a way to solve the mranbership problem 
without large cost to the Treasury and I hope we can do it quickly 
so you can ^ on with more pressing economic matters that are tn 
substantial significance to the Nation. 

Qo right ahead, sir. I apologize for taking so long in this opening 
statement and I'm particularly aware of the irony of my askinj^ you 
now if you can present your statement orally in about 10 mmutes 
or so. The entire statement will be printed in full in the record, in- 
cluding the additional matter that you odd at the end, the IS-page 
addendum and the 10 charts. I had a chance to study those carefully 
over the weekwid and I was very impressed by your statement. 

STATEMENT OF Q. WIILIAK MHIEB, CHAIBHAN, BOABS OF 007- 
ERNOBS, FEDEBAI BiSEKTE BOASD 

Mr. Miller. Thank you very much, Mr. Chairman. 

I appreciate the opportunity to be here. Let me say that I am well 
aware of the difficulty of taking up legislation of this importance so 
late in a busy session, so I'm <u>ubly grateful — to you and the com- 
mittee for allowing the legislation to oe considered, and to you for 
submitting the legislation for consideration at our request. 

I know the issues are complex. Your introductory statement was 
helpful in outlining the fundamental issues. I hope that as we explore 
this question we do, in fact, address it in terms of the broader issues 
of equity and fair competition among financial institutions rather 
tlian consider the more narrow issue of membership. As you point 
out, membership in the central bank is not essential; it's a rather 
unique c<mcept in the United States in terms of the functioning of a 
central bank. And so it would be appropriate for us to think in broader 
terms. 

I will briefly hit the highlights of my prepared testimony as you 
suggest. While you have tuready looked at the accompanying diarts, 
I might just tise them as a means of catling attention to certain 
points. 

Whether we look at this as a broad issue or a narrow issue, the 
reason for urgency is that, with the attrition of membership, the 
central bank is, in fact, losing its influence over money and credits. 

Chart I shows attrition in recent years. Over the last S years, 430 
banks have left the System and 103 have joined. Most of the banks 



tliat left the System some vears a^ were smaller banks, but more 
recently we have seen a tendency for lar^r banks to leave the System. 
We even hear mmblinffs about verv substantial banks leaving. This 
is illustrated in chart II : From 1970 to 1977 the size of banks leaving 
the System hBS tended to become increasingly larger. 

Chart ni shows the result of this attrition on the percentage of cMn- 
mercial banks and commercial bank deposits in the Federal Reserve - 
System. The slope of the deposits line is what is of concern i^ us, 
because if that decline continues for another 10 years the effectiveness 
of the centra) bank will be greatly lessened. 

Chart rv makes a similar point but from a r^onal point of view. 
For a number of reasons, withdrawal from the System has been par- 
ticularly dramatic in New England. Partlv that is because of the 
competitive situation in New England : the NOW ftceonnts have made 
it important for banks there to look carefully at all their cost burdens, 
and so there's been a particularlv rapid attrition in New England 
as shown in chart TV. It wasn't long ago that New Kngland had a 
larger percentage of commercial bank deposits in the Federal Beserve 
System than the Nation at lartre. but in 10 vears, that riercentage has 
gone to substantially below the national average, whidi shows how 
CTni<!kly withdrawals can accelerate. 

Chart V shows what this membership issue is all about: it's about 
tlie burden of memberahip; it's about the cost of being n member. The 
fundamental issue is that members are required to maintain reserve 
balancas with the Federal Reserve on which no earnings are realized — 
sterile balances. Nonmembers. on the other hand, generally are able, 
jinder State laws, to hold reserves either in the form of assets or 
deposits that would be held in the normal course of business. Chart V 
shows that members hold a higher percentage of assets in noneaming 
form than nonmembers, and it illustrates the competitive advantage 
thnt nonmembers have. 

In terms of eaminEs and profitability of members compared to non- 
members, chart VI shows nonmembers on the top, with consistently 
higher earnings than members. This, again, illustrates the cost burden 
of memb ershi p. 

Chart Vll ilhistrates the estimated burden of Federal Reserve mem- 
bership. The aggregate burden is plotted in the upper panel of that 
chart, which shows, by si?* of bank, the millions of dollars of burden. 
The lower panel shows the burden as a percent of pretax earnings : 
as a percent of earnings, the burden falls particularly heavily on 
smaller bank s, which is why we have seen so many leaving tiie System. 

Chart VllI shows the effect of the loss of membership in terms of the 
issue that you mentioned, Mr. Chairman — loss of revenues to the 
Treasury. Federal Reserve earnings are paid over to the Treasury 
and represent a source of revenue, similar to taxes, which belongs 
to the public. In chart VITT. we show (he annual loss of Federal Re- 
serve^ revenues as a result of attrition. The cumulative impact is sunh 
that if today, we had the same membership thnt we hnd back in the 
beginning of this decade, the eaminrrs of the Federal Reserve would 
be $220 million higher. So the attrition we have already experienced 
has cost the Federal Reserve earnings of $220 million and as a result, 
cost the Treasury $100 million. 
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Chart IX shows that NOW accounts in New England have grown 
particularly rapidly, and this competitive pressure is one of the 
nctors that haa accelerated withdrawals in Nem England. 

'What doee aU this mean in terms beyond sim^y the desirability 
of membership in the coitral bank or of the central bank's encom- 
poasing a substantial share of the Nation's deposits f It affects, to a 
great aztoit, the financial system itself and the monetary controls 
wat we mi^t exercise. The declining trend in membeiship weakens 
tiaa financiu system in several ways. The testimony sets this issue out 
pretty thoroughly, and I would lie happy to answer questions, about 
the effects on l^e nnancial system. 

I would like to call your attentitm, thoimh, to chart X, which 
illuBtrat«e one of the electa on monetary policy. This chart is par- 
ticularly important because it shows the relationship between the 
percent of bank deposits not subject to reserve requirements and the 
[»?edictability of the money supply. As you move to the right on this 
chart— as more and more deposits are not subject to Federal Reserve 
requirements — the predictability of the money supply is weakened, 
and this makes the operation of monetary policy very difficult. The 
more unpredictable the money aggremtes, the more imperfect the 
fundamental data and the less control over the outcome of Federal 
Reserve policies. Better monetary policy can obviously be exercised 
when the predictability of our action is at a very high level for our 
proposal. 

:^ther than go through the various arguments which are spelled 
out in the testimony and which I think are well known to this 
committee, I would, again, just touch on the question of cost to the 
System. The proposal tJiat we have submitted to you and that you 
have introduced at our request for paying interest on reserves, charg- 
ing for services, and reducing reserve requirements, would be phasra 
in to reduce impact on Treasury revenues. 

Chart XI shows that, based on the assumption of continued attri- 
tion at the rate we have experienced nationally in recent years, there 
would be another $100 million loss to the Treasury by 1983. That is the 
cost of attrition. The cost of the Board's plan is about $300 million. So 
the true cost of the plan, using those assumptions, is probably about 
^00 million by 1988. 

On the other hand, if attrition should accelerate to the level we 
have experienced in New England— which is the more likely occur- 
rence in my opinion— then we can see that the loss to the Treasury 
from continued attrition would be over $250 million by 1983. The 
cost of the Board's plan, again, is about $300 million. In the absence 
of our program, we can expect an impact on Treasury revenues between 
$100 million and $250 million. 

I would like to make one other comment on a point you made in 
your introductory statement. I would like to say that it seems to me 
the ideal solution would be to have universal reserves on transaction 
balwices and, ideally, applied not only to banks but to all financial 
institutions. As financial institutions other than banks gain the right 
to handle transactions balances outside of the control of the central 
banking system,^ what is being created is a very inequitable system. 
Banks are handicapped in their ability to compete with other finan- 
cial institutions, and member banks are handicavpfed.-mnTt'Ca.'Ka.'^CtasOT 
banks. So if we could agree on universal xeefcTvea, fts ■^wj. -^-o*. <s<&., 
that soluti<m would be fair and it would prov\A.e> \iTO».i«t wy»»a ^ 
the Fe^ral Seserve so that it can operate as ft. «snfcT:%V\»»!K. ^*^^ ^^ 



naticm rather than as a central bank for members. That solution 
would be very desirable. 

We also concur with your suggestion that we seek to find a simplifi* 
cation in the formula for reduction of reserve requirements. Again, 
ideally, it would be well to work not only toward universal reserves, 
but toward more uniform reserves. Then there would be less reason 
for banks and other financial institutions to direct their energies to- 
ward choosing the form of deposits — toward avoiding requirements or 
finding deposits that require less reserves. We woula instead have a 
system which, through its uniformity, allows institutions to opt for 
the best service to their customers. 

I will end my comments here, Mr. Chairman. I appreciate your 
including this testimony in full in the record. I am prepared at this 
time — unless you would like some additional presentation — to pro- 
ceed to questions. 

[Complete statement of Chairman Miller and a copy of S. 3304, as 
introduced, follow :] 
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It !■ ■ plaaiuE* to t«itlfy today od balialf of thm 
F«der«l Reietve Syatea on the bill bafor* jout Co^lttaa to ptoaot* 
coMpotltlve oqulty botvoen aaabor banks and otliar dapoattory 
InatltuClona and Co attengthen the nation'* financial ayataa by 
Bta^dsg the attrition of bank* tron ch* Federal Raaeive. He are 
grateful to thla Co^glttaa and to Ita diatlnButahed aialraan Cor 
eoatidering auch piopoeed l*|ialatlon ao late In the aeaaion. 

Attrition of BeAaTahip In tha Federal Reeerve Syatea 1* 
sccurtlng becauae neiAer banka arc at a b«t1oub coopatlclve 
diaadvantage relative to other depoeitory inatltutlona. Ihla attiitton, 
aa It continual, dilutee the effectivenes* with vfaich the Federal 
Raacrve can fulfill ita aonetary and odier objective*. Therefor*, 
I ahould like, fine, Co dlscuaa the dlaenalon* and effect! of Ch* 
decline In nemberahip, and then Co offer coaDenta on the apeclfic 
leglalatlon you are conaldetlng. 
. . HEHBESSHTP TW tlte SVSTEM COKTIHUES TO DECLINE 

The problem facing u* la the continuing decline in Syaten 
meidiarBhtp In recent yeara. Over Che pa*t 8 year* 430 mentier banka 
hare wichdraim from Che System, lAlle only 103 nonneafcer banka have 
Joined, IB is Illustrated in Chare I. In 1977 69 banka choae to 
give vp their iiie«iberahlp, and 39 Dore banks wltfadrev In Che flrsC 
half of 1978. This laaC scatiatlc probably understetes the trend, 
beceusc many nember banks appeet to be delaying their plana for 
withdrawal from membership until they see what action the SyaCea 
tekea to reaolve the membership problen. Host of the benks with- 
drawing from memberahlp have been small, with total deposits under 
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$50 Btltion. Bat ■ dlaCurtlog Cendcac; bai davaloped racencly for 
larger banka ala» Co laara Cbe Sj*cen, ■• ahown by ca^arlng tbm 
top and botUa p«iala ol Chart II. Flftaan of the atxty-alna baoka 
laarlBg the Syataa in 1977 bad depoalta of aoic than $100 alllloii, 
• eeeord noaber for that •!■• of baidc, 

Bm ataady downtMrd trend In the nnnber of ae^er bank* 
baa bean acpoa^anled, of coiiree, by a decline In the proportion 
of bvdc dapoalta aubjaet to Federal Reaerve reaerve requlrementit aa 
■ay be aeon froa Chert III, Aa of the and of 1977, BMbar baska 
held leaa than 73 per cent of total coaHrelal bank dapoalta, down 
about 8 percratage polnta In the laat 8 yaara. Ana, aore than 
one-fourth of coiBerctal bank depoilca—BDd oyer chree-ftftha of 
all bedca— an oucalde the Federal Reaeiva Syacea, 

In Maw Bagland, ahera the developsent of HOW eccoonta in 
tba paat 5 yaara baa greatly afaarpened coavctltlon awnig depoaitoty 
Inatltuttona , the decline in ■enherahip and in depoalti held by 
■•iriMr benka hea been even acre drematic, ea illuatreted in Oiart IV. 
Ihe ahare of depoaitt in Raw England held bjf ne^er baidca fell by 11 
percentage pointa in the taac three yeara atona—froa 73 pet cent at 
cha end of 1974 to laaa than 62 per cant at the eid of 1977. 
. . DUE TO THE EXCESSIVE COST OF MEMBERSHIP 

nta baalc reaaon for the decline in amfcerabip ia the 
financial burden that aaaberahip entaila. Moat noBo ea ber banka and 
thrift Inatltutlona aay hold thali required reaetvea in the fora of 
earning aaaata or in the fom of deposita (auoh aa correapondeat 
balancaa) that vould be held In the nomel coutae of buaineaa. 
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H«rter banks, b; contTBit, matt k«*p thalr r«quir<d raasivaa «>tlial7 
Id non-aamliig £em. la coniaquance , a* aay ba saan In Chart V, 
■aobar banka hold • graater pcrceocaga of thalt total aaaata In 
noa-aainiiig fom than do Donaaobar*. 

The cost butdan of Pedaral Keaarre ■a^arahlp thoa coMlata 
of the aarnlnga that amtibmz banks Baat forefo baoauf* of tha Mtia 
^KNinc of noQ-aaTnlns aaaata that thay are lequlrad to hold. Of 
coutaa, mtnbat banka ara provided with aervieea by Fadatal Reaerva 
Banks, but the value of theaa aarvlcea doas not by any gMana cloaa tha 
aarnlnga gap betwaan aadiei and nonoHibar banka. And, aa a raanlt, Cha 
earnings rata for Dari>er banka run* paratatantly balow that for non- 
neabera, aa illustrated in Chart VI. 

The Board ataff aatlsiatea that the aggregate coat burden 
to isanber banka of Federal Raaerve maofaerehlp may exceed $650 nllllon 
annually, baaed on data for tha year ending In Septenber 1977, or 
about 9 per cent of aenter bank profita before IncoMe tax. Iha burden 
of BM^erahip la not diatrlbuted eitually aeroaa all aisa* of aaefcer 
banks. According to our astlnstea, ahown Is tha lower panel of 
Chart VII, the relative burden Is graatasC for anall banka — axcaadlng 
20 psr cent of profita for baidia with less Chan $10 olllion In deposits. 
. . INEQUITY OF COST BURDEN BORNE BY MEMBER BANKS 

Hue conpetitlve inequality caused by sterile raaerve balances 
can be regarded aa an additional "tax" levied upon ma^er banka. This 
"tax" produces Federal Saserve earnings that are paid over to the 
Treasury and thereby becooe additional revenue to Che U 
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But thla "tax" is InhBranCly unfair bacauaa It falls only od lUBbec 
banks, riiiiwiiliiir baok* and thrift inatltutiona, both of which conpata 
vlth neidmca Id aany of the aame oatketa for depoalta and loana, do not 
baar thla tax. 

HaBbat banks naturally attempt to olnimiEe the added burden 
of •carll* raaarvaa that they baar, but thara are practical Llmltatloa* 
on thair abllicr to do to, Thoaa bank* noac aucceaaful in taking auch 
ac^a are the very largeac baidu. Bacauae of their aite, the character of 
thair bualnaas, and their aanagetlal reaoureea, these bankahave aeceaa to 
sources of funds and to activlties^-aucb as participation in interna- 
tional banking, naking repurchaaa agreeraanca with buslnesa corporations, 
and borrowing Fedaral funda"that are either free of reaarve requlrsnents 
or involva relatively snail reserve requlrenents . Horeovar, such banks 
are usually Isrga correspoodenta that provide aervicaa to aoallar banka. 
Including thoae based on aeceas to Federal Reserve facilttiea. 

Furcharatore, requiring sterile resarves only from aember banks 
Is an Ineffleianc way to raiae tevenua for the Treasury, beeauae it leads 
to wichdraaals froa Che Syatea, raaultlng in reduction In Treasury reve- 
nues. For exao^la, withdrawals since 1970 have reduced Federal Seservc 
earnings in 1977 by nearly 9220 Billion froa what they would have other- 
wise been, aa shown In Chart VIII, and have reduced net Treasury reve- 
nues by about $100 million. 
. . IHCRSfcSBD CewPKTITIOB K» DEPOSITS HBIGHTEHS AHAREMESS OF BUHDEM 

It is obvious from the continuing erosion in Federal Reserve 
■Mberahip that Bore and mare banks are bacoBlng acutely aware of the 
cost burden of ausiberBhip and of the coapetltive handicap arising froa 
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that burden. The coit of nembeethlp la dua In part to tlia ht^ inceceat 
racei Induced by Inflation In recant reara. With narkeC Intareat 
ratea exceeding 5 per cent foi much of Cha paat decade, the eatnlng 
opportualtlea foregone by holding required reaervei at Beaerve Banka 
have becoaia painfully clear to oeirijer banka. 

At the aame time, coopetltlve preaiurea on banka have 
Increaaed. Banka once had a virtual BDnopoly on tranaactiona accounta 
becauae of their ability to offar daaand dcpoaita. But Chla unique 
poattlon li b«lQS eroded. Financial imtovatloiu have led to', wide- 
•pread uae of interest -bearing account* at nonbadc depoalcory 
inaticutlons aa well a* bank* for tranaactiona purposes. Since 1970, 
theae innovation* have included the follovlng: United pre-aothoriced 
"bill-payer" tranafera from aavinga accounta at banks and savlnga and 
loan aaaoclatloni , HOW accounta at practically all depoaltory instiCu- 
tion* In Hew England, credit union share draft*, telephone transfer* 
from savings depoalt*, and the uae of electronic terminal* to make 
inmcdlate cranafara to and fros savings accounta. Growth of these 
transact ions -re la ted Intereat -bearing daposlt* ha* be*n aoat draaatlc 
In recent year*. For ejcaayle, HON accounta have grown from almoat 
zero in 1974 to nearly B per cent of houachold depoalt balances in 
Hew England in 1977, a* shpwn in Chart IX. 

There la no sign that the intense competition for trans- 
actions accounts will abate. Theaa heightened competitive forces 
are coag>elling all depository Inatitutlon* to be nor* cost sanaltlve 
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and to sAak way* to malncala dieir profltabtlltj. Experience eham 

tbat withdrawal fron the Fedetal Keierva Syacaia is a atiatagy that 

nan; baidc ■anaganwnta have ohoaen tn thsse clTcumataocei, 

. . l^gnnrgti MT HBBitaHIP IK THE FZPEKAL RESERVB WBAKBH5 THE yiMHCIAL 
SYSTEM 

The declining trend In meibeiablp la of great concern 
because, as It contlaues. It will Inevitably weaken our financial 
■yateiii In a nuober of wayi. 

Declining laeidierahlp threatena to alter the chatacter of 
the Federal Reiervc Syatem a* an Inatltutlon away froa that which 
Congresi originally Intended. Congress Intended the natlon'a 
cential bank to provide needed liquidity and to escabtiab an efficient 
natiooal payncnta ayatem, among ether purposes. All eeiwBerclal 
banka were made eligible to participate In the govemaoce and the 
aervlces of the regional Reserve Banks. Hend>eTship In the Syatea 
was not restricted to national banka alone, because the Syatea'a 
designers considered broad repreaentatlon from all classes of banka 
located In every region of the nation to be essential to the Sjraten'a 
functioning In the public Intereat. Thay especially wished to 
avoid over-repreaantatlon by Che largest banks. Moreover, in founding 
the System, Congreaa hoped State -chartered banks would join 
~'^ order to strengthen both the Syattiu^SiMnhe ability of the State 
banks to serve their ca^wnicles. 

Ihcie purposes are as valid today aa they ware 65 years 
ago, but continued attrition of maidiershtp could defeat these 
Coogtaadonal goat*. If current trends continue, mewbarshlp in the 
Fadacal Reaarve will conalst predoalnantly of the very largest bnka 
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■nd of tha Boallar national banka vfao aight chooaa. for one reaaon 
OT snotbar, not to convait to state chart«T(. Tha aoDCtarr «ad other 
pollctei of the Fedetal Keaerve would then have their noat Inndiate 
impact on a rtlativaly aaall part of out financial ayatea. 
. . MOHETARY MAMlGEMEMT WEAKENED 

At fewer and fever banka, and a mmallet ahare of tha 
nation'! deposits, reiulit with the Federal Reserve Sjttm, tha 
ability of the Syate« to Influence the nation's ooney and credit 
beconies ueaker, Ihe discount vindcnr provides an Important aafaty 
valve function, lAlch enablea the Federal Reserve to conduct aonatary 
policy effectively, tteidier bank attrition nnana that fewer banka 
have imnediate acceas to the discount window on a day-to-day baais. 
As attrition continues, we could reach tha point idiere thare would 
be a sLgaiflcant reduction in the financial systen's flexibility In 
adapting to, for example, a tightening of credit pollelea. The 
discount window provides Individual maDber banks with a reasonable 
period of tine to make orderly adjuatcnenta in their lending and 
iovestnaat policies. Ihe cushion provided by the windaw facilltatea 
Implementation of a restriotive nanetary poltey in a period of 
Inflationary demands. 

The attrition in deposits subject to reserve requirement* 
aet by the Federal Reserve also weakens the linkage between bank 
reserves end the monetary aggregate*. As a larger and larger 
fraction of dapoalta becomes subject to the diverse reserve requirtmenta 
•at by the SO etates rather than bj the Federal Reserve, the 
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rellClonihlp between Done; supply end reserves provided by the 
Federal Reaerve bceanes less sod less predictable. 

Our staff has atteiqited to assess the extent to which 
growth In nanmeiiiber bank dapoalts vould weaken the teletloashlp 
banMM) reaerves and aioaey. Itieir tentative results are shown 
In Chart I, lAlch depicta Che greater range of ahort-run variability 
Id H-1 and H-Z, with a given level of bank reaervea, that would 
develop as the par cent of deposits held by nonneiAers rises. As 
more and nor« deposits arc held outside the System, this chart 
suggests chat control of money through Che reserve base becomes 
increaaingly uncertain. 

Finally, it should be pointed out that fewer banks wlchln 
Che Federal Reserve aeanB that fewer insCituCions can be influenced 
by changea in reaerve requirements set by the Federal Reserve. 
Changes in reeerve requiretnenCs have not been a very active InaCrunieat 
of monetary policy in recent years , but this was In pert because of 
a desire to avoid woraanlng the meoberihlp problea If reaerva require- 
ments were to be raised. If the awmbership -problsn could be resolved, 
possibly through univarsal reaerve requiteBenta , adjustments in 
reserve ratios might be made more flexibly irtien needed to efface 
bank credit chroughouC the country, or to influence banks' efforts •■ 
to attract particular typas of deposits. Horaover, while open 
SMrket operations in D.S. Govemmnt securities provide the Federal 
Reserve with e powerful policy instrument, It Is possible chat 
conditions could develop in the Euture—auch as a less active 
SMrkat for U.S. Govenawnt securities in e period of reduced Federal 
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budgecary daticiti—irtiera note flexible adJuatiiMtC of rsserve requira- 

ment* might be • detlrable adjunct In eftorti to control th* monetary 

•ggregatea. 

■ • ADVERSg IMPACTS ON I^LITY OF MHKIBC STOTEH 

Not only la Bonetar; control made mora difficult bjf aeoiberehlp 
atttltlon, but the quality of tbe banking eratem la alao advatscly 
affeccsd. The Federal Reierve Act anthorlies Keaerve Banka to dlacounC 
paper for Domenberi , but only under "unuaual and exigent" circuBStancea, 
By the tlae auch an emergency loan vere Bade, therafora, th* bank 
would have encountered aerloui difficulties, and mre problesa could 
be expected ei It beceme knoim thet It vaa In an "emargeocy" condition. 
Aa s mealier, on the other hand, the benk vould hava probably begun 
to borrow under raguler procedural , and the development of an 
emergency sight have been foreatalled. 

The preience of the Federal Reaerve In the bank auperviaory 
and regulatory araa— a praaanca that beconea diluted with amriterahip 
attrition— alao entaaneaa the quality of the banking ayetem. The 
activitlea of the Syatam in that area cannot be readily leparatcd 
from ita job of conducting monetary policy. Regulatory and auper- 
vlaory policiea can have Important lapllcatlona for monetary policy 
and credit flows. Cheoges in the calling rata on time depoait* 
ara only the moat obvioui of auch policiea; others conci'm capital 
adequacy, bank liquidity, intamatlonal banking, and the quality 
of loan portfolloa. 
. . POTENTIAL DETERIOKATIOH IH tHE PAYMEtTrS SYSTEH 

Attrition of membarship, aa it conClnuea. alao threatana 
CO lead to a deterioration In th* quality of the payment! nechenlas 
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Cbat undarllaa all of the nation's acononlc transaction!. Reserve 
balancaa hald at Federal Reserve Banks are Che foundation of Che 
pajnentB meehaoiam, because these balaneea are used for Baking paynent. 
and settling accounts between banks. Momienfcer deposits at co 
banks can aerre the same purpose, bijt as more snd nore of the deposits 
used for sottlenent purposes are held outside the Federal Eteserve, the 
banking sysCan becoacs Increasingly exposed Co the risk that such 
funds alght be inaoblllzed if a large correspondent bank experienced 
substantial opetatlng difficulties or liquidity problems. A liquidity 
crlsla affecting a large clearing bank vould have widespread damaging 
effects on the banking system aa a whole because amaller banks night 
bccoaa unable to use cheit clearing balances In the ordinary course 
of bustlMas. Ihe Federal Reserve, of courac, Is not subject to 
liquidity risk and therefore serves, as Congress Intended, as a 
completely safe foundation for the payments nacbanlam. 

These varloua ptobteias that either cauae or result from 
member bank attrition could be solved in a variety of ways, but we 
believe the general approach embodied in S. 330&, the Federal Reaerve 
Requirements Act of 1978, is the most effective one under existing 
circumstances. That bill cosines, vith certain modifications, the 
two legislative propoaala recoatnendad by the Board for promoting 
coMpetitive equality and atemnlng membership attrition. Ihe proposala 
encompass universal reserve requirements on transactions accounts and 
enactment of a limitation on the Board's ability to pay interest on 
bank resarvas held at Federal Reserve Banks. While the Board of 



byGoogIc 



-11- 

coursB luppOTt* Che •pptoach of S. 3304, a few ninor nodi f lea tiona 
of the bill ■• Introduced amy be dcalrabla. 
. . tnilVgRSAL HESERVE KBOUIRBMEWTS 

the Board bclltvea that tha unlvaraal raaarva ca^uttaBanta 
pravltlon of Title I of S. 3304 vould raduca csapatltiva inaquallty 
betwaan bank* and other InaclCutlona loaofai aa tcanaeecioM aecounta 
ata concerned and would la; the baala for noie effective nonetary 
eonttol. Unlvaiaal taaerva requiEenenci can alininata tha competltiva 
InaquallCy by linpoalng a slBllat rasarva raqulramantB aciucture on 
•iBllat Inatltutioiu , Title I of S. 3304 iapoBaa reaerve requiraaanta 
■ec by the Federal Reaatve on ttanaactlona balancea at all depoaitory 
inacitutiona. The firat $5 nilllon of auch balancea would be exaapt 
fron raaarve requireBanta , although a relatively aaall raquiramaat 
could be inpoaed if it proved neceaaary lo the public intereat. Ihia 
aKanption vould aiean that about one-third of preaent aie*]ber banka and 
•bout two-thirdt of nonmuidiera would not be subject to taeerve requlte- 
■anca on tranaactiona aecounta. This lioited extension of univeraal 
rasarvea would aignlflcently reduce cooipetitlve Inequality. 

The BoaTd favors univeraal reaerve requiramants for reaaoDa 
quite apart fron the ■•■beiship probleoi, Vniveraat reserves muld con- 
tribute to improving ■onetary nanageiMnt and to enhancing the atablLicy 
of the paynanta awchaniaa. But it should ba atiaaaed that, wfalla 
providing for univeraal raaarvea on tranaactiMU aecounta, S. 3304 
doea not authorise any supervisory role for Che Federal Keaarva Syatea 
with raapect to nonBe^era. Indeed, the bill doea not even require 
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r liutitutiom to e*cabllih an accouac telaclonshlp wich the 
R«*eTV« Bank. A nonaciobci'* t«8civ«a could bo h«14 at a correa- 
pOBdoac bank—or at a Fedaral Hoae Loan Bank, in tlia caaa of asving* 
and loan aaaociatloDs — and mately paaaad through to the Fed on a ona- 
eo-oDB basla by the correapondent . KonneAers would, however, hava to 
rapoTt data on thalr depoait* and certain other Items to the local 
SaacTve Bank for wmatary nanagament pucpoaaa. 

He reallEe thee universal teaerve requlteDwots have been 
propoaad beCota, and that the proposal relsas a nuaber of difficult 
probleaa. Ihe Boaid continues to believe, hovever, that tbey ace 
nacaaaaT)' to balp coriect the conpetitiva In^alancea in our financial 
ayataiB and to asaute an effective nenetary policy, 
. . OTHER PKOGMM ELEMEHTS 

In addition to univaiaal reservea, the Board's proposal 
to promote coapetltlva equality and stea attrition of member banks 
haa four other major featuiea: reduction and restructuring of demand 
dapoatt reserve revireDwata, payment of coapenaation on required 
reaarva balances, charges for aervicas provided by Reserve Banks 
(along with altghtly btoadened accesa to those services), and tranafer 
of a portion of Syaten surplus to the Treaaury during the transition 
period in order to preserve the Treasury's revenue position uhllc the 
plan la implemented. All of the provisions of the Board's plana 
•t* daacrtbed In aoaa detail In the "Praliminary Proposal" that ia 
attached to this teatimMiy, and which ue would appreciata having 
■ada part of the record of these hearings. 
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llic laduetlon In retcrvi TCqulrenentt, toBetbcr vlch the 
proposed paTnent of Interest on reserves, would about offset the 
nenbarsblp burden as presently naasured, after alloving for charges 



:ea to meafecrs. The net annual cost to the Treasury of 
em, tn the absence Of univtrsal reserve requirements, would 
!300 million, based on deposits and reserves lo 1977. This 
' course, assumes that part of the reduction In Federal 
irntnga Is recouped by the Treasury from banks, t^ielr 
the form of taxes on Increased 



this progi 
be sbout ; 

stockholdf 

earnings and espltal gains. 

During a three-year phase-in period for the program, there 
vould be no loss In Tresaury revenues, since the System would 



estimated 
Ion vould 
lea, Aa ahoim 



reimburse the Treasury from its accumulated surplus. Al 

period, the actual loss vould be considerably lesa than 

$300 million cost Of the Board'a plan, Meiri>ershlp attrll 

continue In the absence of a progran to reaolve the prob 

In Chart XI, vlthout the program, by the fourth yei 

attrition probably vould be costing the Treasury between $80 and 

$210 million as a result of further decline* In meiAer bank 

held at the Federal Reserve. Thus, the true cost of the program 

is considerably lower than $300 million. Moreover, should the progrsn 

increase meiAerahlp, the cost vould be reduced even further. 

. . INTEREST ON RESERVE BALflHCES 

Title III of S, 3304 would authorize the Board to pay 
interest on reserves and would Unit the amount of 1 



bvGooglc 



-14- 
be paid, nie Board had suggeated a limitation on intarGsc paid, 
after deducting Che total anount of charges invoied for services, 
of no more than 7 per cent of net earnings of the Federal Reserve 
Banks in any one year. (During 1977, net earnings were about 
$6 billion.) Title III retains the 7 per cent liaitation but con- 
tains a prDVlslon—iB aubaectlon (A) of that title—whose Intended 
effect appears unclear and could be Interpreted to require that 
part of the Interest paid nuat offset charges for aervices on a 
bank by baidc baaia. The Board believes that its proposed language — 
vfalcb looses an over-all limitation on the total aguunt of Interest 
that can be paid after deducting Che total of service charges 
inposed— would be sli^iler and adninlstratlvely nore flexible. 

Within the ovtr-all 7 per cent tinlCacioa, the Board 
proposes to pay close to a market rate of Interest on required 
reserve balances up Co $25 million in slse. On Che basis of current 
conditions, the proposed rate would be <! percentage point below the 
average return on the System's portfolio; in 1977, the return on 
portfolio would have permitted a 6 per cent rate on such reserve 
balances. Larger balances would earn interest at a 2 per cent rate. 

Title 111 as Introduced would legislate a 2 per cent 
limitation on reserve balances in excess of $25 million. The Board 
does not believe that the 2 per cent linlcaclon should be written 
into law. The proposed bill in any event coaCains an over-all 
percentage limiCaClon on Che amount of interest paywnts the Federal 
Reserve csn owke, and it is essential to retain admin 1st rati ve 
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flexlbllity In ■iCCing Interest tataa vlthln th« over-all liaitatlon, 
■o that adjusCmenc* cao be nade at clrcumtancaa change and experience 
la gatoed, 

Hr. Chalrnan, thank jrou for the opportunity to preient 
the Federal Raierve'a vlettt thl* motniDg, The problana vlth which 
your Coonittaa la dealing thia nornlmg are of CTuclal importance to 
the long-run viability of the natlon'a central bank and to the 
health of the natlon'a depoaitory Inatltutiona and indeed to the 
national econoay. Tfaa probtema are exceedingly difficult, but I an 
confident ve can together find aolutlona that vlll aerve the public 
Intareat well. 
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PMLIMIMARt PROPOSAL 

To Promote ConpeCiClve Equality Aaong 

Mwbei Bank! ■nd Other Financial iDStlCtitlona 

to Encouiaffe Heabecahlp In the Federal Reserve Svtt 



The continuing decline of bank OMBbershlp In the Federal 
Reserve Systoa and the Increasing compeclclon between banks and other 
depository Institutions In providing payments services require pio^t, 
responsive Beaaures. 

This prellmlitary proposal is intended as a means of submlttln; 
a program for coDSlderatloo and appropriate action by Congress. 



Backeround of the Frobla. 

Section 19 oC the Federal Reserve Act provides that member 
banks of the Federal Reserve System are required to maintain leaerves 
against their demand and tlw deposits in such ratios as shall be deter- 
mined by the Board within specified legsl ranges. In order to satisfy 
Cfaeie reserve raqutmcnts, ■eabcr bank* are required to maintain 
reserves In the form of vsult essh and balances held In Federal Reserve 
Bankl. Such balances maintained by moiber banks do not earn any Interest 
at present. By contrast, most banks that are not members of the Federal 
Reserve Systen are permitted by State law to hold a substantial part of 
their required reserves In the Eoim of earning aaicta, such as United 
States Treasury obligations, or in the fora of balances that uould be 
held In the ordinary course of business in any event. ConsequenCly, 
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iMbcr banks incur ■ burdtn In the fan of foragona MTninta on Chair 
required i«MTV« balancai. 

Aa a icsulc oE the InClaclon of lecant yaai* and cha IncrMUad 
:a^etltlon betueen banks and aCh«E depository inacltuCiooa In ftvrUlat 
lay^nc* icrvlcas, boe* and aoce banks have bacoa* awara of tha burdem 
if nanbcTshlp and have deCerainad that the benefits assoclatad with 
rcaulnlng a maaber bank do noc ouCwellh the coats. Ovat the past ten 
, a total of 3S1 banka have xtthdrawn fEM Mabcrnhlp. Although 
aany of the banks that have left the Syscta ^ra saall, there Is a grou- 

-end anong larger Mober banks to becoK nonuobera. Of the 69 

banks that loft cht Federal Reserve In 1977, 13 banks possessed deposits 

I axcesB of $100 alUlon. Bacause of the decline in Msibershlp, the 

nportloo of total coHMrctal bank dapoalts held by Moaber banks has 

r now been reduced to about 72 per cent. 

IE cniEuctive action is not taken, a continued, probably an 
:celeiated, ernalon oi neaberahlp and of deposits subject to raguU' 
.on by the Fedgcal Hosarve can b« axpccEed. This thraatens to weaken 
:he nation's financial systcn, as Bore and aure of the nation's pay- 
■Knta and credit tranaactions are handled outside the safe channels of 
:he Tederal Rcsi^rve, aa feuer and fewer banka have Usaediaie access to 
'ederal Keserve Baok erodlt facilities, a* a national presence In bank 
luparvisory and regulatory functions bacoaaa Increasingly diluted, and 
ileaantaClon oi nonetary policy t.ecowa More difficult. 



byGoogIc 



FTOpottd LmHUtloo tor UdItt—I 1««tt« >«qo1j— if 

In Older to pioMtc fair ct^ttitioa MO^ B^bw badu M< 
othar dapoalcoTy lutltutlcn* aad to turn die dacltna ta dipoalca aA- 
j«ct CO [•■•Tve rtqiilr«Hnt> of Ch« Fcdual bMrva, Um Baud vlll 
trauKLt to Consreai pTOpoaad lB(lalatlaa that wouLd raqulra all d^m 
Itory Inatitutloni Co Balntala reaarTfli acaioat tTUuactioiu bccowiCb 
la aeeordance tflth [•quictaoBti aet by tba Fcdetal Icaarva. If imifoia, 
unlveraal caaarvc rcqultaaaati on tcaoaacttoM halapcM bacoM effactlva, 
cocvetltion nwog banka and achac dapoaltory Inatltuttoaa would be OD a 
■oT« naarlT aqiial baa la. 

Tha Board' ■ ptopoaad leslalatioo would aaka tranaactlCB* 
accounts- -«uch ai daaand dapoilti and KOU (nasoclable otdar of wlcb- 
draval) accaunti--ac all Federally loauTad dapoaitoty laaticutloBi 
subject to reienre laqulTownti set bj tha Fadaral Raiaira. Bomrac. « 
total o( $S nlllloa of trauacclons aecounta »t thaie iDitlCutloni, 
vfaettaer matun or uooaaabala of the Federal Reaerra, would not ha anbject 
to the baaic leaetve requlraBent*. The propoied lagialatloo alas 
adjusts tba eaiatlns 3 to 10 par cant atatutoiy ranse for reserve ratloi 
on ti>a and lavlnta deposit! at matfrer baidcs. A raductloo In the raii(e to 1 
of 1 to 10 par cant is pioyosad for tlae and laTinga deposits othec 
than traoaactloBS accounts to pcovida naadad flaxtbillty that would 
anabla aibsr banks to co^ete la thla area on a aora oaarlj equal baata 
with other depoaltofr Inscltutloos. 
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■ eonildectos ■ progcaa, deicrlhed 
ould chirge for eucain of Itt 
tlon for requlied THcrve baladcas. 
cdcdE for unlvsTsal reserve*, the 






The Board alniltan 
balow, utiereby the Federal H 
•CTvlcea and would pay aoae 
Hotrevat, If Cootrasa enacti 
Board would saad to Tcconatd 
pEopoied progra* of service cbacgei 
■ucd to be adjuated In ll^t of thi 
Fedaiil Be*«Tv« ■■^erahlp , operi 
■ooatirT control. 
Prapoaed Federal Beaarve froaraa 

In vlen of tba Increaaingly acul 
the decline In nanliershlp in the Federal I 
ettributabl* to the burden Inpoaed on Bent 
tnaqualicy, the Board li elio considering 
principal eleacots: (1) restructuriog anc 
raaarve raquireauots , (2) charging for set 
Kaaerva, (3) coapeniating for tequirad 
Padetal Reserve Banks, and (4) transfeirlng pert of Federal Basetve 
surplus to Treasury during a transltlaD period to offset any Treeeury 
revenue toss. 

nie prograa would provide tlae Cor Congiesa to consider 
the Issue of payneal of Intereat on required reserve belences. It 
the Federsl Reserve la not able to pay Intereat on reservea, or 
otharwlsa raaave the burden of iseiAarahlp, it would not be feasible 



and reserve coopensstloci 
effect* of such legislation oa 
loa of the payieenta systeia, end 



lieu aasoclated with 
serve Systea thet la 
iki by coapeCltive 
Iras with th* following 
reduction of denand deposit 
vices provided by th* Federal 
ivrve balance* held at 
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cbirg* tor lervle** offaced by Fi 

«ffecC Teprcacnti piyiwac for Chi 
■nces. Charging fcr th* lervl 
held, uoutd ilnpl; 
ce competldve intquallt 



Board vould amend Regulation D ( 
the itruccure of i;»»erve raqutr* 
a Tcserv* city and liqioaa rei«rv 
banks vlch nee demand depoalta 1 
Co $400 million ac prcaant), Th 
vould be rcvlaed In tvo phaaaa a 



1 Reaerve Banks. A portion 
lanka with Fadaral Raaarva Banka 
>• itrrlcaa under currant cItcob- 
vlthout eoapanaatlng banka tor 

laae tba burdaD ol aaaberahip 

Under Che propoaed prograB, the 
vea of Hcnlier Banka) Co alapUC; 
I. Itae propoaal vould alao r 
,ty raaerve requlrementa on oieiilieE 
iceaa of $600 mtllion (conpared 



e of r 



rcqulr 



<i Billion) 




0-Z 


n 


2-10 


9W 


10-100 


im 


100-AOO 




over 400 


16» 



Raaerve Raaerre 

Size Claaa Require- Siia Claiia Require- 
($ aillloB) ment ($ ■lllion) ««nt 



It la anticipated chat theai 
approxloately $S billion in 
$2t billion rcleaaed by Che 
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a»Ta«« tor Ftdftil tenrv S«rrtc»«. Tlw Mcoad *ltatat 

la the pcegcaB ralitai to charitni for larvlcas Tsndarad by cha 
radaral latam. Iha Fadaral laaarv* do** not aov ttaaially charga 
■•■feat badci (or aarvlcai It landara la via* o( tha lobitattal 
burdaa of aartarahlp praiantlj Incntrad by bidca. Ha^ai banka "pay" 
(or Padaral laaarva aaTVleaa throuah tba ■alBtaoaoca of raaarn 
bilanca* vlch laaarva Bank*. BoBaaabat badu ata noB parstttad to 
iiaa a llaltad mnAaT of Fadaral laaarra aarvleaa at bo charga. 

Coapatlttva aquttj batwaan aa^Mr badii and noaaaabar 
ioatttutlooa taqultaa that all aaata of fodaral Kaaarra laivleaa b* 
anbjaet to dtattai ■■labltthad on tha tama ba»l«, Maiaovac, lueh 
chaiga* Hl^t aneouEagc iiora efficient u«a of chock claartng 
facllltlaa aad piorlda lacantlvai for Inaovatloaa that taduca eoata. 
HtA axpllctt ptlctDi, tharafota, tha opportaaltlaa of tka ^Ivata 
aaetot to c oaptta with and la^ova iipoa Fadatal KaMTV* Htvlcai 
•DnU ba •nhaoead. 

In ot4«t to Mrara conttnuad afflclaat functloalng of tba 
pajaanEi ■aehanlaa and to avoid aajoi dlamptloa darlof tba tTaaal- 
Cloa to a aora coapttltlva •aviTonaoBt, dia Board would folloa ■ 
aoaaarvatlva ^id flaslbla approach In attabllahlai clMr|aa for Fadaral 
■aaoEva larvlsoa. To thli end, tha Syataa bat conalndod that tta 
olurgaa ahonld b« eoapacttlva with thoio (er eoi^arabla Mrvlca* 
Man available) la cha private lector. Howav a r, tha Board tnald 
rotaln flaxtblltty to altet cbariaa or aervlee pollelea la order to 
aaat ttl raapgaalbtlltiea to aalatala a latlafactOTT, bade level of 
aarviea for die aatloa aa a nhola aad to aacouraia laaovatlaai. 



byGoogIc 



■uiaellnea for Mtal 
1. Each FBdc] 



by geograpl 
■ ■ the Sy.1 



lid ui* Ebe following gcnaial ptlnclplca ai 

LiUng ■ price atructut*: 

Kaiecva •etvlc* caccgoi; for lAlch charsaa 
iHCiiad would uauallj bavc aepfrat* pilcci 
lie area, icttvlty, and claaa of work proeeiaad. 
chadula wmld aoqiloy explicit par itaa chacgca 
Isple as posalblc. Prlcea would ba adjuated 

elr affacti ia the oirkaci In which the Systea 



2. Itte Sjsteni does not conoaplatt aisDlficant alteiaClooa 
In aaivlcaa provided at the tine charges iiiltiill|r ate 
lapoaed. However, after chirgaa are In place, aone officca 
night find It necessary to revise thatr operating policies ^ 
CO malntalQ cociipeclclveiiega and to eoabla tha 
slntaia • basic level of service Daclomida. 
n the snts pricing lona (topically a Federal 
■esaivc Bank, Branch or office area) would pay tha aane 
However, Identical services 
11 areas, 

nes established by the Board for 
and automated clearing bouse 



price 


for 


a given service. 


Bight 




be provided in a 


More 


pec 


Iflcally, gulden 


the pricing ot Fade 


ral Re.atv, check 


(ACH) services 


»» 


d include the fol 


a. Charg 


a 


or check services 


ina El Cut lona. 
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b. Prteai for lacarofflca itan dapoaltad locally al^ 

iaclvda bath ■ loeal ptocasslnt etaarga aad a oalfoia 

Datlonal diar^a. 
G. ChlrtM for lutoaatad elaarias taouM (iO) !(•■■ coold 

althar ba l^maad oo MX *aaoclaClaBi ox dtraetl; on 

tiaMoclal lotcltatlooi nslna tba larvlc*. 
d, Prtcai for autoBatad claarlna bouia aarvicaa aovU ba 

■at to aneoutiia the aia of luch ianrtcaa and to 

rraflaot Bitar* volua lavala. 

It ta mtlelpatad that aehadula* o( chargaa for Syacaa 
■•rrlcaa aoald ba amonscad for public co^MBta, and lapleiwitad 

Fliit phaie: Chariai for Fadaral Raaarra pajmanta aarrlcas, 

Inclndlni chedi proceaalaii chaek traoapoctatlon, 
and antoaatad elaarlng hoaia aarrlcai, 
Sacond phaia; Chargaa for cartain oChar acralcca. tnclndlni 
•blpptng of coin and euTTaner to aa^at banki, 
tranafat and iattlaaant of raaem balancaa, 
and poTchaaa, aala, aatakaaplni and claarina at 
••earttlaa. 
•aaad on tha ptaaant Toloaa of Padaral taaarva Bank activity, 
and on tba direct and Indlract coat* laeurrad bjp tba Syacaai, It la 
aatlBaCad that chatia* lapoaad foi Syttan aatvlcai Hould laault ta 
tavanua to tfta Fadaral laiarva of approalBatelT $IZS alllion aamiall; 
IB th* firat phate and ahont 4410 Billion anouallj thetaaftai. Iha 
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nd«Tal lataTv* to— not aatlctpata lapoalat di>T|*B fat lavanaaitil- 
tfp* fuoctlona It pcTforaa, atwh ■■ eonduetlnt baA -FTi~ttitTI'~T 
■od aeaataTr policy and cattala aectvlttai ■■•oeiacad with taaaaea 
•■d daatmetloa of Fadaral laaarva niicaa. 

1 aeaarve Faellltlti . At praaant, Fadaral 



laaam Banki lulntali 
loatltutiona . He 
Federal RcitTva oparat 



vlituallr BO accooata tor iiniiMa^iai dapoaltoij 
, nooMiriiaT iBatltnctau aaj hava aeeaas to 
Id autoutad cleailaDioiiaa faellltlaa (ACS'a). 
inka Bij ilao dapoatt IMra-TatloDal chacka 
aod diafta at Fadaiil Baaarva Taftonal dack proeai«ln( cantaTS 
OCPC'a). Uhao ehar(aa ara l^oaad for p«TBaata aacvleaa uadar tha 
pcopoicd pTogriD, tha Fedttal Kaaarva would paraU HI Donaaa^ac 
dapoaltory laatltutlooa vttll Cbtrd patty pajFBint poaata to dapoilt 
Intra -regional cbecki and drafta at RCPC'a. BaoMiidiaTB muld pay tba 
aaaa chargaa *■ u^ar baidca foi aarvleaa randarad by tha Fadnal 
Baaetv*, and would coatlnue Co ba taquircd to aattle thMu^ raaaiva 
aceouata of aaabat banka. 

Oaca tht propoiad program haa baan folly laplaaaatad, and 
tba Fedaial Kaaarva haa avaluitad tha lopact of tha progras do mAci- 
ahip and od tha fuDCtloalag of the piT^nta oacbanlan, the Syataa 
eipecta to piovida dliact and full accaaa for ao^Hnher dcpoaltory 
Inatltotlaaa to payaenta aod othai oparatlonal aatvlcaa provldad by 
Fadatal Kaaarva Baoki. Aeeeaa would ba provided oa tha baata of 
aquttlty of treatMnt with reapact to balaocaa hald by M^ara and 
n aiM a ^arai balaaeaa hald by aaoBaafaat* wouM b« aqnlvalaat to tha 
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Mid raealTt liatlir 






nftlon tor Halnttntnca of >«<iulr«J t«iTW» . lb* 
D the FidtTil Rtserva'a propiuad protTiB Tclftt#i to 
if required retcrvi 



T banks for the 



b«l«ic«a with tha Fedaial Reiaivc. Hart 
co^atitiva dtaadvantaga bacauae DonDcml 
aallaf; [caarva icqulreiaaata bjr holding 
oi balancaa that would be held Id ctie ordtoi 
In anj event, and thla dlaadveutage concrlbi 
aroaloa of ■ambciahlp. In older to reduce 
prevent further eroalon la Beobarahlp, the 
It would be appropriate to co^enaata neobi 
on Taquirad reaerve balancca. Rowevi 
Of eonpanaatlon paid to oieDber banks 
collected exceed 7 per cent of the m 
(before payBtnt of coopcaiatlon}. Tl 
propoaed legtalatton to foimallEe Ch 
of Intaraat on raqulced reaerve balaDcei 
llie Board propoaea to phaae li 
on raqulred reaarve balances of masber I 
Inpoattlon of charges for System setvlci 
following schedule; 



lanka genorallr may 
1st bearing aaacts 

substantially to the 
iquallty and to 
Reserve believes 
by paying interest 

Ing service cbargea 
Banka 

Congress 
ink payment 



■111 autMlt ( 
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Ftrst phama: FajBanC of intsraat on all raqaltad raacrr* baliasaa 
aalntalatJ at Padaial KaMrra ttaka at « r«t« af 3 

Secand phaaa: Rata oE tntctaat payabla ■Snld b* laETMXd ta % 
pcTcaotate point balow tbm sreraia latura as tba 
Fcdaial laaarva Systaa portEoIlO, vaload at book. 
tax the firit SIS allUaa of laqaiced Taiecra 
baliDcaa at Fadaral R«sarv« Bnki, Baaad on tba 
1977 Kturn on the Fadaral Reaarv* psrtfolla, du 
rata of co^uuatlon on thoac balance* amid b* t 
per cant per annuB. Hm T«ta of tntataat payable 
on required balance* bald at Federal leHm Baaka 
In e«e** of $25 aillLon would be 2 per cent par 



The Board aatliMt** that Intetait p*y»*at* to aariier bank* 
would aaount to about $430 alllion In tba fint phaaa and about 
4765 ■llllon nmiallf thetaafter, baiad on the current level of 

Effect on Treaiury Ktvenue* . Since 1»47, the Federal Reierve 
baa paid (liwac all of ita nee earning! to the United Sticei Treaiury. 
A portion of thete eimlnga are attributable to Che aoa-lntareat 
eamint required reiervc balancea that Btnber bank* hold at Federal 
leaerva lanka. BoDae^er InatltutloD* do not hold auch balance* and 
thu* their reierve holdlni* ere not ■ eourcc of Treaeurj rcKme. The 
pro(raa bains propoaad by the Board aould aubatantially reduce thli 
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T bank!. M th* im* ttM th* Board 
raoosDlaai tb* bodistarr DMd to Batiitala Ircaiurr i 

I that adoption o( the piopoaad ptOBraB 
I laqulriMDCi, aould U ttaalE 
t tailiictloB 1b Uolcad SCata* ICaaaniy 

CTauicloa patlod of, 
ra.uoctl the prograa would be fQIIjr la 




It $B0 Billion i 
tbatcaftar. If tbe t 
• at tba BOH rapid p«c« (spnlanccd In Han England In raeent 
yaara, tba loia In Ttaaiurr ravaoiai would ba about $200 nlllloa by 
tba (ovctb f*MT. nia protraa could b« a^^actad to Tadoca, If not 
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•llBlaata, lueh ittrltlmi In dapoilti. Itwra al^t cv«a b* > itln 
In Traaaury ravcmici If the progiaa auccaeda In IncTaialiig aadiar- 
■hip. n* gain Id revanuaa irauld b< Mora pionouncad It Congrcia 
•naccad tba Boatd'i propoicd unlTaiaal raaarva TaqulreBcnt lagtala- 

IKault of tha Propoial 

Tha Board bcllavaa that infilciMiitaClon of dia progras 
praacDtad in thli ataceaeac la aiaantlal to th* conttnuad ulntananei 
of a aoimd financial syatea, I^lncntatlon of iti various aleHnti 
ahould Tcault tn an anvlTOniaent In vhlch financial inatttuctona cm 
coi^etc on a >ora equitable baala, ahould arraat the decline of bank 
Dcabarahlp In Cha Federal Reaarve Syatan, and ahould facilitate the 
iBplemcatatloa of taooatarT policy. 
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A BILL To amend the Federal ReserTe Act to provide for the malDtenaoce of reeerreB for 

certain InatltutlonB ; to require the Impoaltlon o( chargea for eertain aerrlcee bj Federal 

Beaerve banks : to aathorlie the payment ol Interest on leeeneg held In Fedeial Reoerre 

banka ; and lor other purpoBoa 

Be it enacted by the Senate and HoMe of Repretentatlvet of the United State* 
of America in Congreii aatemlled, Tbat this Act may be cited as tbe "Federal 
Beserre Bequirementa Act of 197S". 



Sec. 101. The first section of the Federal Reserve Act, as amended (12 U.S.C. 
221), Is amended by adding at the end thereof the following new paragr^As: 
"The term 'deposltoiT lnstttutl<m' means — 

"(1) any Insured bank as defined in section 3 of tbe Federal Deposit 
Insurance Act ; 

"(2) any mutual saylngB bank ae defined in section 3 of the Federal 
Deposit Insurance Act ; 

"(3) any savings bank as defined in section 3 of the Federal D^>oflit 
Insurance Act; 

"(4) any insured credit union as defined In section 101 of Uie Federal 
Credit Union Act ; 

"(S) any member as defined in section 2 of the Federal Home Loon Bank 
Act; 

"<6) any insured insUtntlon as defined In section 401 of the National 
Housing Act ; and 

" ( 7 ) for the purpose of section 13 and the f onrteenth paragraph of section 
16, any association or entity which is wholly owned by or which consists only 
ot institutlona referred to in clauses ( 1 ) through ( 6 ) . 
"The term 'transaction account' means a deposit or account On which the 
depositor or account holder is allowed to make withdrawals by negotlalde or 
transferable instrument or other similar Item for the purpose of "M^ir'ng pay- 
ments to third persons or othera Such term includes demand deposit, negotiable 
order of withdrawal, and share draft accounts.". 

8eo. 102. Section 19(a) of the Federal Beaerve Act, as amended (12 U.S.C. 
461 ) , la amended by adding at the end thereof the following : "In order to prevent 
evasions of the reserve requirements Imposed by this Act, after consultation 
with tbe Board of Directors of the Federal Deposit Insurance Corporation, the 
Federal H<ane Loan Bank Board, and the Admiolstator of the National Credit 
Union Administration, tbe Board of Governors of the Federal Beserve System is 
further authorized to determine, by r^tilation or order, that an account ot 
deposit Is a transaction account where sucb account or deposit may be used to 
provide fimds directly or Indirectly for the pan;>ose of making paymente or 
transfers to third persons or others.". 

8bo. 103. The last sentrace of aiA>aecti(«i (b) of section 19 of tbe Fedwal 
Beserve Act, as amended (12 U.S.C. 461), is designated as paragraph (7) and 
that part of subsection (b) that precedes that sentence is amended to read as 
follows: 

"(b) (1) Etzcept as provided in paragraph (4), every depository institntiCMi as 
defined In section 1 of the Federal Beaerve Act, aa amended (12 U.S.C. ^1), shall 
maintain reserves against its d«nand deposits at sucb average ratio of not less 
than 7 per centum nor more than 22 per centum, as shall be determined by the 
Board. 

"(2) Except as provided In paragraph (4), every d^osltory Institution as 
defined In section 1 of the Federal Beserve Act, as amended (12 U.S.C. 221), sh^ 
maintain reserves which shall be at tbe same level tor all d^iository liwtltntions 
against all other transaction accounts at such average ratio of not less than 3 
per centum nor more than 12 per centum, as diall be determined by tbe Board. 
"(3) Every m«nber bank shall maintain reserves against Its time deposits and 
savings deposits (other than negotiable order of withdrawal accounts) at such 
average ratio of not less than o&e4ialf of 1 per centum nor more than 10 per 
CNitnm, as aball be determined by the Board. 

"(4) A total of K<000,000 of transaction accounts of a depository institution 
shall not be sabject to the reserve requirements of this eecti<m, subject to sod) 
rules and regnlaUona as may be adopted by the Board. Howevei:, the Board 
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may Impose reserre requlrementa on socli transaction accounts at sncti avense 
ratio of up to 7 per centum if determlDed to be appropriate In light of gweral 
liquidity, considerations of monetary policy, or otber relevant ccmdltions pre- 
THlIlnK In tbe banking system. 

"(5) Every depository Institution as defined In section 1 of the Federal Beserre 
Act (12 U.S.C. 221) sball make reiwrts concerning Its deposit llabUItleB and 
required reserves at sudi tlmee and In siMb manner and form as tbe Board may 

"(6) (a) For purposes of determining the reserve requirements of a depository 
Institution estabUshed after June 30, 1978, wblcb is an afflUate of a depository 
Institution subject to the reserve requirements of tbis section, tbe transaction 
accounts of Ruch newly established depository Institutions shall be added to 
tbe total transaction accounts of such affiliated depository institution. 

"(b) In addition to Its authority under section 19(a), the Board Is autborlied 
to determine, by regulation or order, the affiliated depository Instltntlon to 
whose transaction accounts tbe transaction accounts of a depoc^tory institution 
established after June 30, 1978, eball be added for purposes of this provision.". 
Sbo. 104. With reqiect to any depository Institution that is not a member of 
the Federal Reserve System on June 30, 19T8, the required reserves imposed 
pursuant to subsection (a) against its transaction accounts on the effective 
date of this Act sball be reduced by 7D per centum during the flrst year that 
b^Ds after the effective date, SO per centum during the second year, and 25 
per centum during tbe third year. 

Sbo. 106. (a) Section 18(c) of tbe Federal Beserve Act, as amended (12 
U.S.C. 481), Is amended to read as follows: "Beserves held by any depository 
Institution to meet the requirements Imposed purauant to subsection (b) of 
this section shall be In the form of — 

"(1) balances maintained for such purposes by each depository Institution 
in tbe Federal Beserve bank of which it is a member or at which it main- 
tains an account. However, the Board may. by regulation or order, permit 
depository Institutions to maintain all or a portion of their required reserves 
against their transaction accounts In the form of vault cash : ProvlAei, 
That such proportion sball be identical for all depository Institutions; and 
"(2) balances maintained by a nnnmember depository institution In a 
member bank or In a Federal home loan bank maintains such funds in the 
form of balances In a Federal Beserve bank of wblcb it is a member or at 
which it maintains an account. Balances received by a member bank from 
another depository Institution that are used to satisfy the reserve require- 
ments Imposed on such depository Institution by this section sball not be 
subject to the reserve requirements of this section Imposed on such member 
bank and shall not be subject to assessment Imposed on sncb member bank 
pursuant to secUon 7 of the Federal Deposit Insurance Act, as amended 
{12U.8.C.1817).". 
(b) Section 19(f) of such Act, as amended (12 U.S.C. 4A4), is amended by 
deleting "member bank" and Inserting in lieu thereof "depository Institution". 

Sec. 106. (a) The Federal Beserve Act is amended by Inserting after sectl<« 11 
(12 U.S.C. 248) the following new section : 

"Sbo. IIA. (a) Not later than July 1. 1979, the Board of Governors sball have 
prepared and shall publish for public comment a set of pricing prlndples and a 
proposed schedule of fees for Federal Beserve System services : and not later 
than July 1, 1980, the Board sball pnt Into effect a schedule of fees for mOt serv- 
ices which Is based on thone principles. Except that the Board mav pnt Into effect 
fees for Bome of audi services prior to Jnly 1. 1980. but after July 1, 1979, If it 
determines sncb action to be appropriate. 

Title II — Confobmiho Ambitdubnts ai*d E^ rBCTivE Date 

Sec 201. Section 5A of the Federal Home Loan Bank Act, a^ amended (12 
U.8.0. 1425a), la amended by redesignating subsection (f> as sabsectlon (g) and 
by Inserting before such subsection, as redeelgnated, the following new 
subsection ; 

" (f ) Every Institution which Is a member or Is an insured Institutltm as defined 
In section 401(a) of title IV of the National Hmwing Act (12 U.S.C. 1724(a)) 
shall maintain reserves agnlnst its transaction accounts as defined in section 1 of 
tbe Federal Reserve Act (12 D.S.C. 221) In accordance with the.provlslons of sec- 
tion 19 of the Federal Reserve Act (12 U.S.C. 461) In amounts not less than such 
percoitagee of Its aggregate amounts of such deposits or accounts as may be 
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prescribed under Bectkat 19(b) of the Federal Reeerre Act (12 U.8.C. 461) by the 
Board of QoTemoM of the Federal Reserve Sratem.". 

Sec. 202. Section 116 of the Federal Credit Union Act, as amended (12 D.S.C. 
1742) , Is amended by adding at the end thereof the following new subsection : 

"(c) Bach insured credit onion sbali maintain reeerves against its transactl(» 
acooimts as defined in section 1 of the Federal Beserre Act (12 U.8.C. 221) in 
accordance with the provisiona of section 1ft of the Federal ReeerTc Act (12 D.S.C. 
401) In amounts not ieas than ancb percentages of its aggregate amounts of audi 
deposits or accounts as may be prescribed under section 19(b) of the Federal 
Beaerve Act (12 U.S.C. 461) by the Board of Governors of the Federal Reserve 



>8. (a) The first parB^raidi of section 13 of the Federal Reserve Act (12 
U.S.C. 842) is amended as followa ; 

(1) by Insertinf! after the words "member banks" the words "or other 
depository institnttona" ; 

(2) by inserting after the nvrds "payable upon i>resentation" the first and 
third times they ai^iear, the worda "or other Items, Including negotiable 
orders of withdrawal or abaie drafts" ; 

(S) by inserting after the words "payable upon presentation within Its 
dl^rlct," the words "or other Items, Inclnding negotiable orders of with- 
drawal or share drafts" ; 

(4) by Inserting after the words "nonmember bank or trust company," 
vAerever they appear the words '\>r other depository Institution" ; 

(5) by striking the words "suffldent to offset the Itrais In transit held tot 
its account t>y the Federal Beserve bank" and Insertittg in lien thereof the 
words "in such amount as the Board determines ULking into account Items In 
transit, services provided by the Federal Beserve bank, and other factora as 
the Board may deem appropriate" ; and 

(6) by Inserting after tlie words "nonmember bank" after the aecMid colon 
ttte words "or other depository institution". 

(b) Tte airteenth paragraph of aection 16 of the Federal Reswve Act (12 
U.S.C. 360) la amended as follows : 

(1) by striking out the words "manber banks" wherever they appear and 
insiertlng In lieu thereof "depository institutions" ; 

(2) by striking out the words "member bank" wherevw they appear and 
Inserting In lieu thereof "depository institution" ; and 

(3) by inserting after "cliecks" wherever It appears the words "and other 
items. Including negotiable orders of withdrawal and share drafts". 

(c) The fonrteentb paragraph of aection 16 of the Federal Reserve Act (12 
U.S.C. 248(0) ) is amended by striking out "its member banks" and Inserting in 
lieu Oiereof "depository institutions". 

Seo. 204. ^e provisions of this Act ahall become effective one year after the 
date ot enactment. 

Title III — Autbobitk fcw Fatueht or Irtekebt or RraBsvEs 

Bec 301. Section 13 of the Federal Reserve Act Is amended by adding at the 
end thereof the following new paragrapb : 

"Subject to such limitations, restrictions, and r^cnlatlons as the Board of Gov- 
ernors may prescribe, the Federal Reserve t>anks are hereby authorized to pay 
Interest on balances held in any Federal Beserve bank pursuant to section Ifl(b) 
of this Act 'Rie total amount of such interest paid with respect to any year shall 
not exceed the sum of the following lt«ns computed with respect to the same 
year: 

"(A) total receipts by Federal Reserve banks from the recipients of such 
Interest for services rendered to suc4i recipients by such banks, and 

"(B) 7 per centum of the total net earnings of tile Federal Reserve banks 
computed without regard to the payment of such Interest. 
The rate of Intereat paid nnder this section shall not. exceed 2 per centum per 
annnm with respect to required balance In excess of {26,000,000 held at Federal 
Beserve banks.". 

The Chaibhan. That's fine. I want to thank you very much for a 
masterful summary of a complicated presentation. I very much appre- 
ciate it. Also the note on which you ended is most congenial. 
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I agree with you whol^eartedly that mandatory Teeervee for all 
but smdler depository institutions makes sense. Incidentally, I have 
here a letter from Secretary of the Treasury Blumenthal to the House 
Banking Committee chairman who says, in part, 



Kow, universal reserve requirements have been proposed before 
sometimes wiUi membership required and other times without manda- 
tory membership. Your proposal is just for universal reserve lequire- 
ments without membet^p, Whyt Does this mean membership is not 
essentia to the Federal Reserve operations but universal reeervea are? 

Mr. MwLER. Senator, what we are seeking is equity in financial 
competition amcmg financial institutions. We are aware that, in seek- 
ing that ^oal, there is no reason for the Federal Reserve to pre«npt or 
monopolize the process of bank examinaticm or supervisicm which is 
now handled by' a dual banking structure. 

We were trying to preserve the dual banking system tuid, at tJie same 
time, to look at the problem from the point of view of both fairness in 
competiticHi and the better monetary omtrol that would result fnm 
greater c<Hitrol over deposits. Memliership, per se, is not an essential 
concept Central banks m other parts of the world operate on the basis 
that banks must conform to the central bank's monetary control and 
mon^aiy policy, and that the central bank must be able to assure the 
safeness and soundness of banks and other financial institutions and 
the backup of liquidity in times of stress. Those functions can. be per- 
formed without requiring memberhip, and they can be performed, in 
this case, without m any way changing the mU^ure of the dual bank- 
ingsysttoD. 

The CHAmMAN. I think that was an excellent answer except for one 
part of it, which I think was implied there. How about HiB very last 
part — universal reserves you say would be essential. You implied that. 

Mr. Miller. UnivBrsal reserves is the only system I know of that 
solves the problem of faime^ once and for all. What we have nuw of 
course — as this committee well knows — is a It^cal trend of financial 
institutions developing payment services and performing other func- 
tions that have, in the past, been restricted to banks. We have the new 
development ox NOW accounts. We have share drafts developed by 
credit unicsis, which means that credit unions are holding demand 
deposits and providing chetddng accounts. Many mutual savings banks 
are now authorized by State law to offer cheddng account services, and 
we cim expect savings and loans to begin to creep into tJiese new areas 
of service. 

So the fairest system would be universal reserves. It's not the only 
way to go, and I would not want to mislead you, Mr. Chairman, by 
saying it is. The other way to go, if we maintun the concept of mem- 
bership — and this was the alternate proposal by the Federal Reserve — 
is to reduce the burden of membership so that members could compete 
fairly with other institutions. That is the reason for the suggestion 
of limited payment of interest on reserves, controlled by Congress. 
If we do not nave universal reserves, at least the cost or burden of 
being a member as compared to a nonmember would be more equitable. 
The Chaibkak. By and large, interest on reserves would be a more 
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eqmtable way. Everybody would be treated alike and it would solve 
the problem once and for all, as you say, because there would be no 
que^on of the universality and any possible erosion of this degree 
of monetary policy effect. 

Mr. MnxER. The preferable solution, if at all possible, is universal 
reserves. A fallback position or an alternate solution is workable, 
but not as fair. 

The Chaibmaij'. Now it's sometimes argued that the reserve require- 
ments structure currently in place weakens monetary policy bMaoBB 
the reserve multiplier is difficult to predict. Your chart 10 indicates 
tiiat that might become increasingly the case as fewer and fewer insti- 
tutions become subject to reserve requirements. Your proposal would 
simplify the structure somewhat but not completely. 

Why shouldn't reserve requiremaits on the same type of deposit 
liabilities be the same for all banks and other depository institutions, 
exept the small institutions ? 

Mr. M11.LEB. You're correct; there certainly would be merit in look- 
ing at ways to simplify the structure toward more uniform reserve 
requirements as well as universal requirements. When we're talking 
about uniform reserves, we mean that regardless of the size of insti- 
tution, rrauired reserves would be the same for the same class of 
liability. I would agree with you on taking that direction. 

The Ghauuian. Chairman Reuss has proposed another soluti<m 
to the Federal Reserve problem. His new bill would have universal 
reserve requirements against all deposits at banks with total deposits 
of $100 million or more and set that, as you know, at 6^^ percent, and 
for banks with less than $100 million the reserve requirements would 
be set at zero percent.. 

Have you commented to Chairman Reuss on his proposal and, if 
80, what IS the Board's view of it i 

Mr. Miller. Senator^ let me go back just a moment. On Friday after- 
noon we had a discussion with Chairman Reuss on his proposal. The 
final version of his bill, I believe, was introduced on Friday, and we 
had the benefit of an extended session with him on Friday. Over the 
weekend, our staff studied his proposal ; last night we held a meeting 
of the Board of Governors; and this morning we submitted to the 
House committee our comments on his proposal. We find a good 
deal of merit in much of the proposal. 

There are a few areas where we feel that it would be desirable — 
indeed, highly desirable — to make some further adjustments. If you 
would like, I could tick those off. Otherwise, I can submit a copy of 
our letter, which is just off the press, for the record. 
[The letter and attachments follow :] 

Fn^UL Rksbvb Stbtek, 
Wa*M»ff(on, D.O., AMgiut H, 1978. 
Hon. Hbitst 8. Bxcbs, 

Chotrman, Committee on BanMng, Finanee mtd VrTian Affairt, 
BoHte 0/ iZepreaentaKvet, 
WatMfilUM, D.O. 

Deu Chatbmah R1U8B: The Board bellevee that H.R. 13847 TeprcBente a 
potentlallr cmutmctive approach to promoting competitiTe equality Btnong 
banks and to tadUtatlng Imidemeiit&tion of monetary policy. However, in oor 
view, certain modlflcatlonB of the proposed bill are eBsentlal for reaeons dlscnsBed 
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SBcnoH 3 or the bill oh KEPoanvB BEquiEEUEKra 

Certain mimor changes in (Mb section would be desirable. Tbey ue shown. Id 
sttachment A, as copy In bold brackete for deletions and italic type for Insertions. 

BUBancnoir <r) d) thxouqh (d («) oir bxsxbtx BEodBEMEicra Ain> exiuftiohs 

These snbsectlonB of H.R. 13847 change the reserve reqolrement stmctore In 
the Federal ResOTve Act by placing the same reeerre requirements on virtoaUy 
all domestic liabilities of banks, apply this reeerre requirement to nonmember 
banks, but ezemiri: the first |i00 million of these Uabllitiea at each bank— member 
or nonmember — h'om reserve requirements. Certain changes In these prorlstona, 
however, would enliance the etFectlveness of monetary policy. 

For purposes of reserve requirement policy, it Is essential to distinguish 
between demand and savings deposits, on the one hand, and time deposits, oa 
the other. A shift to a uniform reserve requirement for demand and aavlngB 
deposits Is reasonable at this time because savings deposits are be ginnin g to be 
«npIoyed more actively In the payments mechanism, and this taidowy will 
become much more marked after November 1. when automatic transfers from 
savings deposits to demand deposits are permitted. However, a reserve leqidTe- 
ment range and structure for time deposits ditFerent from demand and savings 
d^xisits is needed for the following reasons : 

(a> Time deposits, particularly shorter-tenn instnunents, are used by banks 
in liability management to expand or contract bank credit. Beeerve requirement 
flexibility In this area would permit the Board to affect the cost and volume 
of bank credit without affecting expansion In the bafdc money supply, nds 
suggests the need for a fairly broad reserve requirement range on time deposits, 
particularly for shorter-term time deposits. 

(b) Longer-term time deposits are not transaetimis-type balances, bnt are more 
in the nature ot financial investments. Thus, for monetary policy parposea, tlie 
reserve requlranent can be relatively low and the range of permissible leanre 
ratios limited. 

(c) A reserve requirement on time deposits as low as 1 per cent — which Is 
the ratio that the Board would Initially expect to impose — would work to offset 
the increased reserve burden from raising the reserve ratio on savings deposits 
as contemplated under this bllL 

H.R. 13847 also requires that reserve requirements be imposed on "net Federal 
funds and other borrowings" which mature In 48 bonrs. The Board currently has 
antbority to d^ne such sonrcee of funds as deposits for reserve requirement 
purposes, liie impact of such a change needs further study because imposing 
reserve requirements on those borrowings would represent a drastic change in 
banking practices and would also affect the U.S. Government securities market 
(since a significant portion of these borrowings are repurchase agreements 
against U.S. Oovemm»)t securities). Tinder these circumstances, it would not 
seem desirable for the bill to require the imposition of reserves on such borrow- 
ings. However, if the bill did have such a requirement, It might best be confined 
to borrowing by banks from sources other than commercial banks, and the 
applicable ratio might be the same as that on time deposits. A reserve require- 
ment on Interbank borrowli^s would unduly inhibit the present InstitutlonB 
arrangements for smoothly distributing available reserves through the banking 

The proposed bill exempts the first $100 million of reservaUe Uabllitlee from 
reserve requirements, and Indexes the future level of exemption to Uie rate of 
growth In nominal GNP. The Board is troubled by these provisions. With regard 
to exemption level, the Board strongly urges a $2G million exemption for the 
total of demand and savings deposits and another $25 million for time deposits- 
yielding a total exemption of $50 mlUlan. Suoh an exemption would mean that 
74 per cent of total bank deposits would be at Institutions required to hold 
reserves set by the Federal Reserve, virtually the same as now. It would ez^npt 
about 3,850 members from reserve requlremfnts and would Impose requirements 
on about 1.170 nonmembers. or 13 per cent of total nonmember hanks. 

Economic and monetary policy concerns argue strongly against indexing of the 
exemption level, quite apart from the administrative compleitty of an Indexing 
system. 'With an exemption totalling $60 million the percentage of deposits sub- 
ject to reserve requirements would be at a barely satisfactory level tor purposes , 
of monetary control. That exemption also increases the risk of dlamptions in the 
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payments mechanistn because of the sharp cut In the number of banks required 
to hold cash reBerrea, and some of these banks are sizable enough to perform 
clearii^ functions at least on a regional basis. Wbile these risks might be accept- 
able inltiaUy to aidilere the orer^ell b^ieflts of the Ull, the indexing proposal in 
the bill would probably preclude any improvement over time; Indeed, It may well 
worsen the situation since reeervable bauk d^toslts could well grow lees rapidly 
tban nominal CINF as a result of increased competition for transactions and other 
tw.lances from nonbank depositor; Institutions, which have a higher interest rate 
cdling on deposits. However, If the Committee wishes to l^Slate some automatic 
adjustment of the 926 million exemption level, that level mlKht be indexed to the 
rate of growth In real QNP, which would allow for future normal expansion In 
the economy. 

The Board suggests that section (b) (1) of the bill be ameided to Include Mil; 
demand and savings deposits as reservable liabilities for purposes of that section, 
to remove the indexing of the exemption, and to set the size of the exemption at 
$2R million Cor these IlabllitleB. An amendment to this effect Is shown as attach- 
To provide some added flexibility for monetary policy, and to set the reserve 
requirement ratio initially at a level that Is not excessively costly to the Treasury, 
given the proposal for time d^wsits to be described below, it Is also suggested that 
the langnkge of subsection (b) (4) (A) be amended in accordance with attach- 
ment G. This amendment has the effect of imposing an 8 percent reserve require- 
mmt on the total of reservable demand and savings deposits, and provides flexi- 
bility to vary this ratio between 7 and 9 percent. 

Attachment D enggeets an amendment to BQbseotlon (b)(4)(B) that would 
fRneralize the authority now contained in that subsection, which gives the Board 
some added reserve requirement flexibility. In light of the Board's recommenda- 
tion to dlstingnish time deposits from demand and savings deposits for reserve 
requiremait purposes the proposed ammdment Is technically necessary to apply 
the authority to all classes of liabilities subject to reserve requirements. 

To allow for the separate reserve requirement on time deposits the Board pro- 
poses a new snbsectlon (b) (S) — with present subsection (b) (B) b^ng apprOprl- 
atdy renumbered. This proposed subsection, shown In attat^mient E, would per- 
mit an average reserve requirement range of 1 to 6 percent for time deposits with 
Initial maturities of 17d days or lem, and a range of 1 to 8 percent for longer-term 
time deposits. Suggested language that would encompass borrowings other than 
from commercial banks Is shown In brackets, should the Oommlttee wish to 
legislate reserve requirements on such funds. The first ^ million of all lla- 
bUitles in this subsection would be exempt 

BDBBBCnoR (T] OR THE DISCOUNT WIHDOW 

A broad» access to the discount window, as is cont^nplated in H.R. 13S47, is 
desirable because It would ^ihance the Uqaldlty of the banking syst^n. Subsec- 
tion (7) of H.B. 13S47 provides access to the discount window for noumember 
banks ^^npt from reserve requirements upon certiflcatlon of the PDIC or apiR'o- 
prlate State supervisory authorities that access is needed to enable the bank to 
fnnction cm a safe and sound basis In meeting the needs of the local community, 
litis proposal appears unnecessarily complex, and the Board suggests that non- 
member banks ex^npt from reserve requirements be given access to the discount 
window on the same basis as member banks and as nonmanber banks not exempt 
from reserve requirements, provided that access may be conditioned on a cerO- 
flcatlon of solvency from the FDIC. A proposed amendment to that effect Is shown 
in attadiment F. 



TXAIfSACnONS BAIAROES AT HOHSARK DBPOSITOBT 

The Board believes that It is Important for equity and monetary police pur- 
poses to Impose reserve requirements on transactions balances at nonbank de- 
pository institutions. Such balances are likely to become an increasingly large 
proportion of the nation's basic money supply. It la more practical to iriace re- 
serve requlrementa on sudi balances now, when very few Institutions would have 
to hold reserves,* than at a later point when the Imposition of reserves would 
place a substantial transition cost on the Individual Instltntlons. Propoeed lan- 
mue that wonld accomplish this objective Is shown In attachment G. 

r InftltatlDii* would be labjeet. If the exemption 



To saw tbe tranalUon to raserre reqalrements on exlating utHunember banks, 
a Bugsested amendment tbat wonid ^lase In reaerre requirnnenta over a tonr 
rear period is Bbown in attachment H. 



IHSTITUTIOKS 

Btxemptlng a total of $00 mlllton In depoeltB from reserre rMjnlrementa pro- 
rUes a iwrllcalarlf strong Incentire lor t>anka to form nenr, aJSUlated commwdal 
banking entltieB in order to aT<rfd reserve reauirements. A bank as large a« 95D 
million 'ffonld alreadj atioy man; of the economies of scale, and tbns Oie cost 
of creating new banks wonld be small relattve to the benefit of avoiding reserve 
requirements. 

It U DKHWsed, therefore, that affiliated commercial banks have only one 
fsemptlon for each categorf of deposits. Should the Committee adopt the pro- 
posal for transactions balances at nonbank depository lnst]tuti<Hi8, a similar 
limitation shonld be imixwed. Attachment I provides such language. 

If the Committee wishes to provide relief from this proposal for existing affil- 
iated Institutions, grandfathering proposals could be considered. Tlie Board 
nrgea that any sndi grandfathering provide that the total of exempt deposits 
for an affiliated group be eqoal to the number of slnillar affiliated depositmr 
Instltotions as ot August 1, 1&T8, times the dollar level of the exemptlMi tor eadi 
category tit deposits In the biU, ^ovlded that any individual affiliated InstltutltBi 
would be siAject to reserve requirements whenever its llablUttes subject to 
reserves exceeded the exemption level of an individual institatlon. A proposed 
amendment along these lines Is shown as attachment J. 

FABS-THBOUOH 

Hie Board also would propose for Committee c<»ialderatIon an amendment that 
would permit nonmember InstitntlonB to bold reserves required by the Feileral 
Beswve with member banks, Federal Home Loan Banks (In the case of savings 
and loan associations), or at a Central Liquidity Facility If established (in the 
case xa credit unions), provided that these inetltndons pass such reserves 
through to a Beserve Bank on a dollar for doUar basla. Such an amendment, 
shown in attachment E, would permit existing correspondent relationships to be 
maintained. 

I would like, once more, to extend my and the Board's appreciation for the 
Intraisive efTort made by you and your colleagues on this very important matter. 
Sincerely, 



ATTACHMsnT A 
AiiaHDUBRT -TO H.R. 18847 

On page 1, beginning on line 6, strike all of Section 2 e:ctendlng tbrou^ line 
19 on pue 2, and insert In lien thereof the following new Section 2. 

"Sec 2. Section 10 of the Federal Reserve Act is amended by adding at the 
end thereto the following new paragraph : 

"The Board may require any depository institution specified In this paragraph 
to make, at such Intervals as the Board may prescribe, such reports [of the 
total amounts of such categories] of Its liabilities and assets as the Board 
may determine to be necessary or desirable to enable the Board to discharge 
its reeponsiblltty to monitor and control monetory and credit aggregates. 
Such reports shall be made (1) directly to the Board in the case of member 
banks and In the aue of other depoMory imtitvtioiu for all ttabttttiei tub- 
feet to reserve requirements, and (2) for aU other reports to the Board through 
the (A) Federal Deposit Insurance Corporation In the case of insured 
State nonmember banks, Bavinifs Banki, and JTntNol Bavtiv* Bonfe*. (B> 
National Credit Union Administration In the case <d insured credit unions, (G) 
Federal Home Loan Banfc Board in the case of any Institution insured <^ the 
Federal iSavlngs and Loan Insurance CoiDoratlon or wUch Is a mnnber «b 
defined in section 2 of the Federal Home Loan Bank Act, and (D) such State 
ttttlcet or agency as the Board may designate In the case of any other tjve of 
liank, savings and loan sBsodation, or credit union, lAe Board shall endeavor 
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to the TnnTimnm extKit feasible to arold mmeceasary bnidens on. repwting instl- 
totions aoA the dupllcaUoQ of other reporting requiruaents, and &ny data there- 
from shall be made readily available to the Board. The Board mar classi^ 
depository institutlans for the purposes of this paragrapb, and may impose dlller- 
ent reanirements on each such dasB." 

Bxidanaticm. — Provides lor direct refiortlng to Federal Beeerre concerning 
reserve liabllitleB and covers savings banks and mntual savings banks. 



AriACHUEKT B 

AMKNDiiEin: TO H.B. 18847 OmaED ar 

On page 2, strike line 23 and all that follows through line 14 on page 3 and 
insert in lien thereof the following: 

"(b) (1) For the purposes of this frabsection — ^e term 'reservable liabilities* 
means, in the case of any State or national bank, the amount by which the sum 
ot Budi bank's demand and savings deposits liabilities exceeds $2G million." 

BTplanation. — Redefines "reservable llabllltiea" to include only demand and 
savingB depoeitB; eetabllshes a |26 millloa exanptlon from res^re requirements 
for demand and savings deposits and eUmlnates indexing tor «acb exemption. 



AtTAOHUKKT C 
AUENTUBNT TO H.R. 13847 OirEBXD BT 

On page 4, line 1 strike all that follows throng line 7 and insert In lien tliereor 
the following: 

"(4) All banks subject to reserve requirements Aall maintain reserves against 
their reservable liabilities In the ratio of 8 per centum, or In such other ratio 
not greater than 9 per centum and not less than 7 per centum as the Board may 
by regulation prescribe solely for the purpose of implementiug monetary policy." 

Etxidanation. — Bstablisbes 8 percent reserve ratio with 2 percent dlatxetlonary 
range for donand and savings deposits. 



AlTACHU&NT D 
Amenpuent to H.B. 13847 Opfehed bt 

On page 4. teglnnlng on line 8, strike all of subparagraph (B) throm:ta line 16. 
On page S, after line 16, add a new subsection (8) as foUows: 

"(8) Upon a Qnding by the Board Hiat extraordinary drcmnBtanceB require 
Boch action, the Board may Impose reserve requlr^n^its outside tbe llmltB other- 
wise prescribed t^ this 'Section for a period not exceeding 80 days but which may 
be extended tor further iwrlods not exceeding 30 days by affirmative action by 
the Board In each instance. The Board shall prompt^ transmit to the Congreas 
a report of any exercise of its authority under this Bubsectitm and tbe reasons 
for sadi exercise." 

Bxplanatioo. — ^Aatboriiee Board to Impose reserve requlremeDta ontaide limits 
otherwise prescribed for all classes of liabilities subject to reserve requirements. 



Ambitombnt to H.R. 13847 Oftkked by 

Ctai page 4, after line 16, insert the ftdlowing new eubsecticm and r^iamber the 
following mbeecticais accordingly : 

"(b) <6) Subject to the exempUcms in paragrapb (C) of this subsection, banks 
otiier than savlnga banks and mutual savings banks shall maintain reserves 
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•*li.) Uma dspoalti wltfa Initial matnrltlM of 179 daya or len [uid acaluft 
bonowint* txom Bonicen (rttaer than cmnmerdal banki with matoritln of one 
week or less and with mch longer maturities ae the Board nmj prescribe] In a 
nllo not IflH than ona per centumnor more than 6 per centom.BH shall bespedfled 
ly the Board (rf Goremoni and thdr 

"(B) time d^KMits wltti initial matoiltlea of ISO days or more In a ratio of not 
leaB than one par centum nor more than s per centum, as shall be spedfled by the 
Board of Governors. 

"(C) Bcserre requirements Imposed bj tUa su^tMctlon shall apply only to that 
portion of me anm of die llabtUtlea apedfled In poragraptu (A) and (B), regard- 
leaa trf maturity, which exceeds |25 mlllliHi." 

Bzplauatlon.— Batablishes reserve requiranenta for bank time d^oaita in 
exccM <d t2S milUoD with different ratios for deposits with initiBl maturlttes of 
ITS da^ or len, and tOr depodts with longer maturlttea; ectabllsbea reoerre 
nquliaanti at tbe ohort-term time d^todt ratio for borrcnrlntw tnm nonbank 



AMonatan to H.B. 18S4T Omam by 

On page 6, amend subsection (7) by striking the balance of the subsectloa after 
'inember banks" on line 10 and Inserting in lieu thereof the following : ". . . except 
that the Board as a condition of access to or maintenance of sach privilegee may 
require a certtOcatlon of solrency of such bank from the Federal Deposit Insur- 
ance Corporation." 

Dq>lanati<H]. — ^Entitles any bank, whether or not It maintains reserves witli the 
Federal Beserve, to access to Federal Beserve discount and borrowing prlrl'^es 
on the some basis as membeae banks ; eliminates a need for FDIG or State super- 
visory agency certification as condition to such access and in lieu thereof author- 
ises the Board to require a certification of eolvency from the Federal Deposit 
Insurance Corporati<m of any such bank as a condition to such access. 



Attaohuxht a 

AUKNDUBHT TO H3. 1S817 OmSED BT 

On page S, at the end of Section 3, add the following new subsection : 

"(b) ( ) 

"(A) The term reservable liabilities means, In the case of any depository 
Institution as apedfled in Section 10 of this Act, other than a bank subject to 
reserve requlremrata nnder subsection (b) (2), tbe amotuit by which such Instl- 
tntion's transactiimB deposit balances, as defined by the Board in consaltatlOQ 
with the ai^ropriate Federal depository Institution supervisory agencies, exceeds 
|25 million. 

"(B) Sudi depository Institutions shall maintain reserves against their reserv- 
able liabilities In the ratio specified In subsection (b)(4)." 

Etzidanation. — Establishes reserve requirements tor transaction accounts In 
excess of (25 million maintained at nonbank depository Institutions In the same 
ratio applicable to demand and savings depoalts at banks. 



Attach MEST 

AUENDMBHT TO H.R. 13847 

On page B, after line 16 at the end of Section S, add the following subsectiim : 
"( ) With reqwct to any depository Institution that Is not a membw of the 
Federal Beserve System on August 30, 1978, the required reserves Imposed pur- 
suant to this section cm the effective date of this Act shall be reduced by 75 
per cratnm during the first year that begins after the effective date, 50 per cent- 
um during the second year, and 2S per centum during the third year." 

Explanation. — Establishes a four year phase-In for reserve requirements im- 
posed on nonmember Institutions. 
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Attachubdt I 

AuKHDMXNT TO H.R. 13847 OirmED bt 

On rage S, after line 16 at the end of Section 3, add the following enbsecUon : 
"( ) The total deposit liabilities exonpted from reserve reqnirements pnren- 
anttOSDlwectiim (1), (6),Bnd ( ) [if nonbonk transactliHi accoants are corendl 
for each such exemption ahall not exceed ¥26 million in the aggregate for affiliated 
banks, [and f25 million in the aggregate for afflllated nonbank Atq/osltOTj InsUta* 
tlonsj 

Explanation. — Provides that total deposits exempted from reserve reqolie- 
ments foe all Instltntions In an affiliated gronp shall not exceed {26 million for 
each categorr of depoeita. 

ATTACHMEnX J 

AifBKNiENT TO H.R, 13847 Oftebcd by 

On page 5 at the end of Section S, add the following new subsection : 
"( ) In the case of affiliated banks [and affiliated nonbank depository inatl- 
tutions,] the total deposit liabilities exempted from reserve reqnirements pnr- 
eoant to snbaecUon (1), (5). and ( ) [it nwbank transaction acconnta are cov- 
ered] ahall not esceied in the aggregate for such affiliated groups the product 
resulting from multlplyi^ the number of institutions in such affiliated group on 
August 1, 1978 by KS million for each such exemption, provided that no more 
than f26 million shall be exempted under each such exemption at any Indlvidnal 
bank [or nonbank depositor? Institution!." 

Explanation. — Provides that total deposits exempted from reserve reqnlxe- 
ment shall not exceed $2fi million for each exemption in individual institutions, 
and for affiliated groups shall not exceed the number of Institutions in sndi 
groups on August 1, 1978 times f 26 million for each exemption. 



Attachment K 
Akendueht to H.R. 18847 Offsbeo bi 

On page 6, after line IB, add a new subsection as follows : 

"( ) Section l&(c) of the Federal Beserve Act, as amended (12U.S.C. (461) 
is amended to read as follows : "Reserves held bj any depository Institution 
to meet the reqniiements Imposed pursuant to subsection (b) of this sectlm 
shall be In the form of — 

"(1) Balances maintained for sucb purposes by snch depository institution In 
the Federal Reserve bank of which it is a member or at which it maintains an 
account. However, the Board may, by regulation or order, permit depository in- 
stltutlons to maintain all or a portion of their required reserves against th^r 
transaction accounts In the form of vault cash : Provided, That such proportion 
shall be identical for all depository Institutions ; and 

"(2) Balances maintained by a nonmember depository Institution In a member 
bonk. In a Federal Home Loan Bank, or in a central liquidity facilltr that may be 
established for credit unlcms : Provided, That such member bank. Federal Home 
Loan Bank, or central liquidity facility maintains such funds in the form of 
balances In a Federal Reserve bank of which it la a m^nber or at which It main- 
tains an account. Balances received by a member bonk from another depository 
fnstltntlca) that are used to satisfy the reserve requirement imposed oa such 
depository Institution by the seclloa shall not be subject to the reserve require 
m«its of this sectliMi imposed on such member bank and shall not be subject to 
aMeasnimt imposed on sodi member bank pursuant to section 7 of the Federal 
Depoait Insurance Act, as amraded (12 U.8.C. f 1817) ." 

Iixplanatlon. — Specifics that reserves may be held in the form of balances at 
Federal Reserve banks, or of vault cash, and that a nonmember institution may 
hold reserves at a member bank, at a Federal Home Loan bank (In the case of 
savings and loan associations), or at a central liquidity &cillty (In the case of 
credit onions), provided that these Instltntions pass the reserves through to a 
Reserve bank on a one-for-one basis. 
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The CiTAiEMAN. We would appreciate that very much. 

I'm concerned with the high level of Uie exemption, whether $100 
million is desirable, necessary, fair; whether it shouldn't be a aome- 
what lesser amount. It seems to me maybe $50 million might be more 
appropriate under present circumstances. 

Mr. MiLux. Mr. Chairman, may I just tick off some of the maJM- 
areas that our Board of Governors thought should be modified. The 
Board of Governors felt the exemption was too high. We also felt — and 
I believe Chairman Reuss agrees with this — that while we should have 
substantially uniform reserves, the reserves on demand and possibly 
savings deposits should be set at a different level than those on time 
deposits. I Delieve Chairman Reuss agrees with our suggestion. 

Our suggestion is that there be an exclusion of demand and savings 
deposits under $25 million and an exclusion of time deposits under $S5 
million, for a tcrtal exemption of $50 million, as compared to Chairman 
Beuss' suggestion exclusion of $100 million. 

The ac^antage of that structure is great. It would increase, substan- 
tially, the amount of deposits subject to reserve requirements — ^with 
the benefit shown in chart ic— and it would assurf an adequate num- 
ber of institutions maintaining reserves for an adequate involvement 
by the Central Bank. Our estimate is that about 2,900 banks would be 
eubject to reserve requirements using that formula. As you know, right 
now there are about 5,700 member banks. So, in a sense, the number of 
banks subj ect to reserve requirements would change. 

On the fither hand, sc»ne larger institutions who are not now subject 
to reserve requirements would be. Overall, we feel the formula would 
work out well. 

Our second comment is that while Chairman Reuss' proposal is a 
very constructive one, it does limit universal reserves to ranks. We 
continue to feel that universal reserves is the solution if possible, but 
it should be applied to all transactions balances — at S. & L.'b, mutual 
savings banks, and credit unions. If this were done today, only five 
additional institutions would be covered, but the principle would be 
established so 

The Chaihman. You say if this were done, only five additional insti- 
tuticms would be added it you covered not only the banks but the non- 
bante! 

Mr, "MxLLXR. Yes, sir, with the $25 million exclusion. 

The CHAStMAir. With the $25 million limit ? 

Mr. Miller. Yes. 

Senator Scjhmitt. Excuse me. Would the chairman yield ! 

TheCHAiKUAN. Surely. 

Senator Schmttt. Does that include credit unions ? 

Mr. Miller. Yes, sir, that would include credit unions. With a $26 
million exclusion, no credit union would be covered right now. But the 
I>oint is that the rules would then be known, and that as these institu- 
tions seek out and opt for transactions accounts, they would know the 
ground rules. They would know that if they want to be like banks in 
that area, tiiey would have to compete like banks. We would very much 
like to see that happen. 

We have a few other suggestiraiB. We are particularly concerned 
about a loophole in the case of the proposal as to multilwink holding 
companies. We certainly wouldn't want the effect of the exclusion to 
produce an incentive for banks to begin to divide up— for every insta- 

n .J ii/j'- ■;■- V- it.n.i>,;n_ 
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tution to become a series of banks small enough to be exempt from 
reserve requirements. We woiUd want to be sure to find a consolidated 
approach and not let the divide and conquer principle creep in. We have 
made a few technical suggestions about this and also some about time 
deposits. 

The letter that wo submitted to Chairman Reuss this morning can be 
made available to you, and I'd be happy to pureue this in more detail. 
The Chairman. Currently, Fttleral Reserve policy, as we all know, 
is implemented primarily through Open Market activities. That is, by 
buying and selling Federal obligations. You do that rather than chang- 
ing reserve requirements and there's obviously both pressure to reduce 
reserve requirements from the banking institutions — it's very profitable 
to them if they are reduced — and pressure against it from Members of 
the Congress and members of the public and others who feel tiiis de- 
prives the Treasury of revenue thev otherwise would have. 

But, at any rate, using open market operations doesnt seem to hurt 
the effectiveness of your monetary policy. It seems to be able to work 
rather well that way. 

In light of this, why does the Federal Reserve continue to ask for 
broad flexibility to change reserve requirements f Do you really need 
a range of 7 to 22 percent for demand deposits, 3 to 12 percent for 
transactional accounts, and ^ percent to 10 percent for time deposits! 
It's a tremendously broad range. It would seem there's no real con- 
gression^ limitation at all, in effect. 

Mr. Miller. Mr. Chairman, in formulating our proposal we had 
many thirty to consider. Of courscj one was the coat impact of the pos- 
sible solutions. We proposed relatively modest reductions m reserves 
and, of course, maintained the statutory concept of different sizes of 
banks being treated in different ways. 

My only answer is that if we can go to universal reserves, then the 
degree of flexibility we need for changing reserve requirements could 
be very substantially narrowed. 

The proposal Chairman Reuss has made, as you mentioned, would 
set reserve requirements at 6^ percent, with the authority to move 
them up or down half a point— a very narrow band. In our discussions 
with Jiim Friday, when pointing out the desirability of distinguishing 
between demand and savings deposits on the one hand and time de- 
posits on the other, we suggested a reserve requirement initially, of 8 
percent on the former deposits, with authority to move from 7 to 9, 
whidi is also very narrow. I believe Chairman Reuss feels that is quite 
workable, at least that degree of flexibility. We might change the fig- 
ures a little as we study tiie impact of narrowing the band. 

On time deposits, it was our suggestion to his staff that we be givrai 
a leeway of 1 to 6 percent on reserve requirements for ahort-term time 
deposits — 179 davs or less — where more control through reserves might 
be desirable, and that the reserve requirements on longer term time 
deoosits — 180 days or longer — be in a band of 1 to 3 percent. 
Tlie Chairkax. All thw hinges on universal reserve requirements? 
Mr. MnxER. Yes, sir. 

llie Chairuan. And if bo, you say we could limit the ranges and the 
flexibility and that's very, very helpful. 

Mr. Miller. There was anotherprovision which we did not propose, 
but which the chairman of the House committee did; that was, that 
givoi so narrow a range, if there were unusual circumstances, the 



Board would be riven authority to set reserves outside the range for a 
80-day period arS then report; to Concress on the circumstancefl. Con- 
grefls then would be able to react— either to confirm the action or take 
fltemate action if it felt that reserves ahoiUd be put back into the band. 
It's a very workable kind of plan. 

I must jvst caution that this limiting of ranges is based entirely on 
the prospect of luivine universal reserves; that makes other things 
possible. You're certamly correct in pointing out that the present 
structure has s historical base, but it may not be the best solution for 
the 1980'8 and 1990'b or for the next century. You were also correctin 
pointing out that given the burden on members and the competitive 
advantage of nonmembers, the pressure on the Federal Reserve^ has 
been to reduce reserve requirements in order to reduce inequalities. 
Therefore, for some time, there hasnt been much use of reserve re- 
quirements as a monetary tool. But it's impori;ant to keep that flwri- 
bility, either by maintaining some band or for emergency conditions. 
It's particularly important to keep some flexibility so that we can affect 
the cost and availability of short-term time deposits. There are times 
when that flexibilitv would be desirable. 
The Chairman. Senator Schmitt. 
Senator Schmtit. Thank you, Mr, Chairman. 
Chairman Miller, I apologize for missing your testimony. I came in 
as rapidly as I could. 

I am concerned about two things I guess immediately that come to 
mind. One is the relative effect of the proposals not only that you have 
made but also that Congressman Reuss has made, and your response to 
his proposals, on the small banks. I realize you're suggesting a cutoff 
80 WMt smaller banks are — ^very small banks are not impacted, but still 
there are small banks, and where we have had universal anything — 
regulations or reserves or what have you — there still proportionately 
seems to be an extra burden on small banks. Would 70U talk to that a 
little bit? Like State-chartered banks, for example. ^They would have 
the reserve requirement presumably but it would be at a cost. 

Mr. MiLLEit. Senator Schmitt. the prowsal that Chairman Reuss has 
made for a $100 million exclusion would virtually exclude all banks 
that could be classified as small. So there would, I think, be complete 
relief for what we think of as small banks. 

Our alternate proposal — to have a $85 million exclusion for demand 
and savings deposits and a $Q5 million exclusion for time deposits for 
a total of $80 million — would subject only about 3.000 banks to rpservo 
requirements. Once again, I would have to say that no small bankft 
would be subi'ect to reserves. There are 14,395 l>anks and 11.470 would 
not be reouired to maintain any reserve under our proposal. About 
3,000 would, and. with the $50 million exclufiinn. they would have to be 
very jrood-sized banks before reserves would be required. Of course, 
once they are Bubiect to reserves, the requirement would be gatisfled 
initially with vault cnnh, so it would have to be an even bigger bank 
before there was actually an impact. 

In terms of the regulatory burden, there's also a lot of merit to the 
proposal. While about 74 percent of total bank deposits would be sub- 
lect to the reserve requirement, we would virtually eliminate all SDuJl 
banks from the requirement. 

Dg,l,ze.byG0Oglc 
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I realize I'm talking about a new proposal that you probably havent 
evea seen; it's Cbairmon Beuss' proposal that I was just discussing 
with CSiairmaii Proxmire. 

Senator Schmitt. Now the other issue that I understand you did talk 
to scsne that is of concern to both of us, because we have talked about it 
both publicly and privately, and that is the ability to measure the 
money supply. 

Now presumably the unive^s^ deposits would improve the Fed's 
capability to understand over a broad period of time just what is hap- 
pening to the money supply. Is that correct ( 
Mr. MiLLSR. That's correct. 

Senator Schmitt. Would you explain that summary again for us, 
please? 

Mr. Miller. Let me make a couple of observations. One is that it 
would he very helpful to the Federal Reserve to have current data on 
fJie liabilities of banks. One proposal that has been made is for an 
amendment to give us access to data through the other regulatory 
agencies: that would be helpful. We have suggested that data collec- 
tion be direct in the case of any institution that is required to maintain 
reserves with the Federal Reserve, which would expedite our getting 
current information and improve the predictability of our actions. 

I dont know whether you have copies before you, but Chart 10 
attached to my testimony (p. 32) illustrates the pomt better than any 
statement I could give you. As you move fmn left to right along t^ 
bottom scale of that chiut, you are moving from zero to 100 percent on 
bank deposits not subject to reserve requirements. Or, to make the re- 
ciprocal statement, on the left side 100 percent of deposits are subject 
to reserve requirements and on the right side, zero. As you move from 
left to right— covering less and less bank deposits with reserve re- 
quirements—the vertical scale shows you the increase in the degree of 
unpredictable variability in M, or M,. This illustrates how important 
it IS for us to have, not only the data, but a substantial amount of 
deposits subject to reserve requirements so that we have the leverage 
to increase the predictability of the money supply. This, of course, 
greatly enhances the probability that Federal R^erve policies will 
accomplish what is intended; the more accurately we're able to pre- 
dict the situation, the more likely monetary policy will have the pre- 
dicted consequence. That's what we're after. 

Senator Schmitt. Short run means what, in terms of time frame? 
Mr. Miller. Short run, in this case, means a 2-month period. 
Senator ScHMirr. Do you think the Fed, intending to focus on that 
as a minimum time frame for any kind of predictability of the money 
supply, is a useful predictability i 

Mr. Miller. Of course we need to get much more predictability 
over the long term ; there's no doubt about that. But to handle the long 
term, we first need to get control of the short term. If we can predict 
what will happen in a 2-month cycle, I think we will be that much 
farther along in being able to get inside the ranges of tolerance we are 
seeking to achieve in the long terms. 

Senator Schmitt. But I believe you agree that you can get too 
short. 
Mr. MnxBH. That's correct. 
Senator Schuitt. You can get too myopic 
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Mr. MiLUiS. You have to be extrunely cautions about t^ volatility 
of 1-week figures, and of 2-month and 3-montii figures. While we donl; 
want to concentrate on the weekly fiji;ure8, we need to know how the 
we^y figures fit into a pattern in order to predict what will happen 
over a 3-month period. Once we get that better 3-month predictability, 
we won't have as many surprises popping up in the money supply and 
we won't always be trying to react quickly to get back within our 
ranges. That's what gets us into trouble, 
^nator ScHMirr. Thank you, Mr. Chairman. 
The Chaibmait. I have mst a few more questions. I'd like to ask 
about the surplus account. You talked in your presentation about the 
fact that the cost to the Treasury in the first 3 years would be noth- 
ing because of the fact the Federal Reserve would cover it by return- 
ing surplus to the Treasury. You have over $1 billion in your surplus 
account and,' as I say, your proposal includes a transfer of about naif 
of that to the Treasury to offset the cost of interest payments on re- 
serves. In the past, part of the surplus has been transferred to the 
Treasury simply because the surplus got too large. 

What I want to know is why you need a surplus in the first place ! 
Why shouldn't the whole thing be transferred to the Treasury! I^iat 
would reduce the deficit, tend to reduce the national debt, $1 billion 
isnt much, but if it's added up it comes to something. 
Mr. MiLLEB. It does add up to a lot of money to me. 
Mr. Chairman, I will give you several reasons why I think the Fed- 
eral Reserve surplus might lie desirable. One is that it's very helpful 
to have a surplus in order to cushion any change in policy, sucn as 
we're considering, that otherwise would have an immediate impact on 
the Treasury. It's helpful to have a surplus against any 

contingency 

The Chairman. It's hard to imagine another contingency like this 
coming along. 

Mr. Miller. Who knows ? A war, a national emergency, an interna- 
tional crisis. One could see the need for several hundred million 
dollars. 

The Chairman. The usual need for a surplus for a bank is, of course, 
so it won't fail and so it won't have a liquidity problem. You have 
nothing like that at all. Obviously you have no liquidity problem. The 
Federal Reserve cannot fail, by definition almost. 

Mr. Miller. One reason is for a contingency 

Senator ScHMirr. I hope the chairman is right 

The Chaibhan. Well, I cant imagine a scenario. I'd like to hear one. 
What other hank has a positive cashflow of $6 billion or earnings that 
are six times its surplus ! 

Mr. MnxEB. The second reason is that if we transfer the $1 billion 
we let everybody off the hook on the deficit. But it's juSt a one-time 
shot. We hope Congress will not wwit to t^e advantage of a one-time 
adjustment and is looking at the necessity for fucal discipline and a 
fisrial plan that doesn't rely on that. 

Pm hoping we can manage the economic affairs of this Nation so that 
interest rates will come down ^gnificantly, in which case our eamingB 
would shrink. 

The Chairman. Why wouldn't this help the inters rates c<Mne 
down! It would mean the Trenstiry would borrow $1 billirai less. 

Mr. MJLLES. I would certainly be happy to discuss with the Gover- 
nors whetJier they would like to declare a dividend. 
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The Chatwman. Let me ask you another one because this occurred to 
us while you were discussing the Reuss proposal. 

Do you have any preliminary estimates of the net cost of the Keuss 
proposal or the net cost of your counterproposal? Your counterpro- 
posal would cost leas, as I understand it, substantially less. 

Mr. Miller, Yes. Our counterproposal, with certain adjustments 
that we have suggested in handling federal funds and repurchase 
agreements, would reduce Federal Reserve earnings by about $676 
million gross. If we charge for services — charges on the order of 
$400 million — the net reduction in Federal Reserve earnings would be 
about $275 million. 

The Chairman. I was thinking of the Reuss proposal which would 
simply provid o ' 

Mr. AbLi£R. Yes, sir. The Eeuas proposal, according to our 
calculations 

The Chairman. Provide the universal reserves with a cutoff of $100 
million, and your counterproposal that goes to $50 million. So yours 
would cost less because you would have reserves exteod over more 
banks. 

Mr. Mill£R. Without including the added revalues from pricing 
Federal Reserve services it appears that the Reuss proposal would in- 
volve a reduction of Federal Reserve earnings of about $190 million; 
our proposal would cost about $420 million. So you could compare $190 
million against $420 million. But we also suggested a slightly different 
treatment of Federal funds and repurchase agreements because of the 
potential effect on the market in Government securities of requiring 
reserves on repurchase agreements. With those adjustments our cost 

Cup to $675 million as compared to about $500 million under the 
is proposal. 
The Chairman. Would you provide for the record the breakdown 
of your analysis of the cost ? 
Mr. Miller. Yes, sir ; we would be very pleased to do so. 
[Chairman Miller subsequently submitted the following informa- 
tion :] 
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The Chairuan. It's not clear from the language of the bill whether 
it's the Federal Beserve's intent to count vault cash aa a reserTe as they 
are now. The legislation says the Board may permit all or a porticHi of 
the r^uired reserves against transaction accounts in the form of vault 
cash. Do you intend to count vault cash as reserves ? 

Mr. MtujEH. Yes ; we intend to. 

The Chairuan. Why shouldn't the legislation be written to say that t 

Mr. MiLLEB. I see no objection to that 

The CnAiRMAif . The Federal Reserve has never been in favor of open 
access to nonniembers and thrifts. If the membership problem is re- 
solved by universal reserves, do you see any problems wiui open access f 

Mr. Miller. No, sir. If we had univereaJ reserves, it would be de- 
sirable to look at universal access on the same terms and condititms as 
members. 

The Chairkan. Now in the 1974 Universal Reserve Bequirement 
bill, access to discount window would have been granted to the banks 
holding reserves at the Federal Reserve banks. That feature is absent 
from your current proposal and yet you express concern about safety 
and soundness of banks because of lack of access to the discount 
window. 

Why shouldn't this legislation provide access to the discount window 
for banks required to meet Federal Reserve requirwnraita? 

Mr. Miller. If we should have a universal reserve requirement, it 
would be well to go to more universal access to the window. As a mat- 
ter of fact, in the letter we sent to Chairman Reuss we make an even 
broader suggestion: If the universal reserve approach should be 
enacted, we would suggest that all financial institutions vriib trans- 
actions balances have access to the window on the same terms and 
conditions as members, with the provision that we would have the 
right, if we felt it necessary, to ask the FDIC to give us a certification 
of solvency of an institution. So we are moving in the direction you 
indicate, and I think this is one area we should seek to perfect in this 
legidation. 

The Chairman. I have just one more question. Your proposal in- 
dicates that should the Congress enact uniform reserve requirements, 
the Board would need to reconsider whether and to what ext^it its pro- 
posal for service charges and interest on reserves might need to be 
adjusted. I'm not sure I know the meaning of that statement. Do you 
or do you not think that charsring for Federal Reserve services and in- 
terest on reserves are a good idea in their own right first? 

Mr. Miller. Mr. Chairman, that statement was, as you say, based 
on the assumption of universal reverses. There would no longer be any 
burden, because there can be no burden if everybody is treated the 
same. It's the discrepancy m reserve requirements that creates the 
burden. 

At that point, one could reexamine the desirability of charjiing for 
services and simply decide that ^e Federal Reserve should provide 
services to all institutions. While the Board didnt have time to 
cross that bridge, it seems to me that, even if we had universal reserves, 
it would be denirable to have a system of charging for services because 
that would create the discipline of choice, alternatives — c(»npetiti<» — 
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Bud it would be anotiier contribution toward improving the whole 
btuikinfi; and financial structure. 

TTie Chaieman. I agree with that wholeheartedly. Also, it might — 
as has been indicated by National City Bank and others — increase 
cfNnpetition. I think that would be a good thing. 

Mr. Miujat. It seems to me it would be, Onr services are not free; 
they are in exchange for maintaining reserve balances. But because 
they are not explicitly priced, the tendency is to make th^n more 
attractive in order to soften the reserve burden. The result quite often, 
it seems to me, has been not to make the highest and best use of 
resources. The better allocation of resources would be to have a com- 
petitive system. With due respect, Mr. Chairman, there must be some 
basic services provided by the central bank so that rural or remote 
areas arent neglected because nobody is willing to serve th^n. 

The Chairuan. Would you put mis into effect without a congres- 
sional mandate should universal reserve requirements be legislated? 

Mr. Miller. Yes, sir. 

The Chairuan. Yon would ) 

Mr. MiiiEH. The contemplated plan — if we should set universal 
reserves, on the basis of the Board^ meeting yesterday — would be to 
go forward with a charge for services. 

The Chairkan. Senator Lugar. 

Senator Ltiqab, I have no questions. 

The Chairman. Senator Schmitt. 

Senator Schmitt. Mr. Chairman, pursuing this topic that you just 
introduced, I guess what the basic proposd then boils down to, is 
what is commonly called a carrot and stick approadi or the apple and 
spur approach, depending on what part of the country you come from, 
where the spur is the universal reserves. That would be an increased 
burden on some, but the anticompetitive aspect of it would disap- 
pear because it would be imiform. On the other hand, to balance tbat, 
you would favor paying interest on reserves that are required and I 
guess a general lowering of reserve requirements. Is that a correct 
assesanentf 

Mr. MiLLiai. Senator Schmitt, when our proposal first came forward 
it had two pieces. They've been connected into one piece in the Senate 
proposal, but we looked upon them as two separate proposals because 
they could be handled discretely. If there were universal reserves, it 
would not be necessary to pay interest on reserves because there would 
be equal treatment. There would be no membership burden. There- 
fore interest on reserves would be a question of choice on which Ctm- 
gress might express an opinion. But our thought at the time we intro- 
duce our proposals was that, if universal reserves were enacted we 
would not pay interest on reserves becauses there would be no need 
for a carrot. Everybody would be (m an equal basis. 

Senator Schhttt. But at an extra cost ; right t 

Mr. Miuxs. At an extra cost. 

Senator Schmttt. For everrbody. 

Mr. MnxER. Yes ; but we did think that if we were to stay within 
the present reserve structure, if we wanted to charge for services we 
would need to pay interest on reserves to wash out the coat. I want to 
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distinguish between a system of universal reserves and tihe present 
reserve stmcture. Under the present structure, if we desire to cluu^ 
for services, then we need interest on reserves so as not to add additi<Hwl 
costs to banks which the consumer would ultimately pay. If, aa the 
chairman is now talking about, we have universal reserves with sub- 
stantially reduced reserve requirunents and more miiformity, then 
the problem suddenly becomes a. bit different: Interest <hi reserves 
might become an unnecessary feature ; there would be nxHn to charge 
for certain services. 

The institutions that would face an additional cost burden would 
be lai^ nonmembers, who are not now subject to reserve requirements. 
Under our proposal of a total $50 million exclusion, about 1,100 non- 
members would be required to maintain reserves. But those would be 
large institutions competing with similarly large members and equity 
would seem to me to say they should play by t^e same rules as ihrar 
competitors. 

Senator Schmtit. But nevertheless, those 1,100 institutions that 
would be covered would have for themselves some increased burden. 
Mr. Miller. No question about that. 
Senator Schmitt. The reserves, plus Uie cost of services. 
Mr. MiLuiR. That burden could be reduced to zero if interest were 
miid on reserves. The problem is then one of how mut^ it ooste the 
Treasury to pay interest on a large amount of deposits. 
Senator Schmitt. I understand. 

Mr. Miller. That's the tradeoff we're trying to examine. 
Senator Schmitt. I guess I tend to agree in general, althou^ we 
might disagree in specifics, that if institutions are providing the same 
general class of services they should be playing by the same rules. We 
have discussed that already with respect to the foreign bank issue 
as well as now discussing it with respect to domestic bank. 
Thank you, Mr. Chairman. 

The Chairman. Thank you very, very much, Mr. Chairman. 
Mr. Miller. This has been a very, very helpful discussion for us, 
and I appreciate it, Mr. Chairman. 

The Chairhak. It's very helpful testimony and we've made a fine 
record. 

I'm going to ask a panel to come forward, the panel of the Honoi^ 
able Geor^ LeMaistre, Chairman of the Federal Deposit Insurance 
Corporation ; Lawrence Connel, Administrator. National Credit Union 
Administratitm ; and Dr. Kenneth Biederman, Director, Office of Eco- 
nomic Research, Federal Home Loan Bank Board. 

Mr. LeMaistre, we are honored to have you. I understand this will 
be your last appearance, your farewell appearance, before a conerree- 
sional committee, and in your honor I wore your tie. your FDIC tie 
this morning, given to me by an FDIC staff member, 111 confess. But it 
was at a Christmas party when the spirit of giving and receiving is I 
think pretty plutonic. So go ahead. We are happy to have you. 

For the convenience of you gentlemen and for the convwiience of 
the committee, we are going to see if we can c<Hifine the oral testim<niy, 
if possible, to 10 minutes or less and then we wilt have some questions 
toryoa. 
CThairman LeMaistre, go right ahead, sir. 
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SIAIEKENT OF OEOKOE A. LeHAISTBE, CHAIBHAH, TESEBAL 
DEPOSIT IHSUBAITCE COSFOBATION 

Mr. LeMaistrb. Thank you, Mr. Chairman. I will siunmarize the pre- 
pared statement which has been filed and I do appreciate the oppor- 
tunity to testify before this committee and present our views on the 
Federal Reserre Requirements Act of 1978, S. 3304. This bill deals 
with attriti(»i in Federal Reserve System membership and related mat- 
ters by : (1) EBtabUshing miiversal reserve requirements for all com- 
mercial banks and for other depository institutions offering transac- 
timi accounts; (2) paying interest on reserves and reducing reserve 
requiremraits; and (8) charging for Federal Reserve services now pro- 
vided free only to member banks or to institutions that belong to auto- 
mated clearinghouses. 

Let me begin by stating our view that the legal requirement that 
Federal Reserve member banks maintain sterile reserves is inequitable 
to them and inequitable to their customers. However, we strongly c/p- 
poee the establismnent of universal reserve requirements as a way of 
removing this inequity. The payment of interest on reserves and pric- 
ing of services, however, are attractive and deserve thoughtful and 
sympathetic consideration. In considering these proposals it must be 
^pt in mind that redressing the imbalance between member and non- 
mem'ber banks raises many of the difficult issues with which the Con- 
gress has been wrestling, without resolution, for a number of years. 
These include, notablv, the effective ctmduct of monetary policy ; the 
balance between the State and national banking systems; uie changes 
in the Fedwal regulatory structure, particularly whether the Federal 
Iteserve should continue to exereise supervisory authority; and, regu- 
latory reform, particularly whether interest rate ceilings and the pro- 
hibition of interest on demand deposits should be abolished. 

The Federal Reserve has statea its belief that the decline in the pro- 
portion of deposits held by member banks caused by membership attri- 
tion adversely affects the precision with which monetary policy can be 
conducted. There have been a number of studies of monetary control in 
this country that have c<»icluded that increased Federal R^rve mem- 
bership and legal reserve requirements are not important to the effec- 
tiveness of monetary policy. The studies are cited in my prepared 
statement and in the interests of time I shall not discuss them except 
to 3SLJ that the evidence and opinions on this issue are distinctly^ one- 
sided. Knowing the tendency for economists to disagree, the unanimity 
in this case is impressive. 

What the Federal Reserve does need to omduct mtmetary policy 
effectively is timely and accurate information about monetary aggre- 
gates. S. 3304 would require depository institutions to report their 
deposit liabilities and required reserves <urectly to the Federal Reserve. 
We support making such information available to the Federal Reserve 
and have no objection to the adoption of the proposal in S. 3304 that 
would do this. 

In this regard, the FDIC has already been providing its assistance 
to the Federal Reserve. In the spring of 1976, the FDIC instituted a 
special schedule in the quarterly call report for all nonmember banks 
to provide the Federal Reserve witb better information on the mmiey 



supply. Also, beginning the first week of July 1977, a sample of 580 
noiun^nber ban^ began reporting deposit and cash items on a ref^ular 
weekly basis, the same items as all nonmember banks report 
four times a year. The Federal Reserve has indicated that it expects 
the data from these two surveys to enable significant improvements 
in its estimates of the nonmember bank component of the Nation's 
money supply. The FDIC and the Federal Reserve have agreed to re- 
view this program in mid-1979 to determine whether nonmember bank 
data are necessary for monetary policy purposes and, i£ they are, 
whether the sample of 580 nonmember banks is adequate. To date the 
Federal Reserve has voiced no dissatisfaction with this arrangement. 

In summary, we believe the need for legal reserve requirements for 
mtHietory control purposes is not supported by the weight of avail- 
able evi<ience. The evidence to date suggests that monetary policy effec- 
tiveness depends on adequate data, proper estimation procedures, and 
appropriate open market operations decisions, and nc^ on reserve re- 
quirement jurisdiction. 

We believe the dual system of State Mid national banks has been 
a positive element in the American ^stem of government and has c<hi- 
tnbuted to a more innovative and responsive financial s;^tem. Accord- 
ingly, maintaining a balance between the State and national banking 
systems is a desirable public policy. Nonetheless, we should not main- 
tain a "balance" for the sake of balance. It is clear that Federal Re- 
serve requirements bear heavily on member banks and result generally 
in such banks carrying more cash than they otherwise would. 

One solution to the problem of equity that we believe should be 
resisted is the proposal to impose universal reserve requirements on 
the transactions Inlances of nonmember depository institutions. K 
nonmember banks have to maintain reserves at the Federal Reserre 
just as member banks must do, but have no access or have limited ac- 
cess to the discount window and other system benefits, why not become 
members? The assumption is that obligatory universal reserves would 
not only make nonmembetship unattractive, but many institutions 
would also be inclined to convert to a national charter. 

Indeed, even the payment of interest on and reduction of reserves 
might result in a massive influx into the State member and national sys- 
tems. If this occurred, many State systems would lose their viabDity, 
and the Federal Reserve's and the Comptroller's supervisory authority 
would have grown substantially without the benefit of congressional 
consideration. My point in that the issue of Federal regulatory struc- 
ture cannot be isolated from that of balance. 

The impact of S. 3304 on the efficiency of the banking systwn also 
should be considered. Market pricing of goods and services is vital 
to their efficient allocation and use. Presently, pricing is absent in at 
least three areas that bear directly or indirectly upon the legislatiwi 
under consideration: (1) the ateence of interest payments on the 
required reserves of member banks, (2) the provision of services isy 
the Federal Reserve to members banks, and (3) the prohibition of 
interest payments on demand deposit balances and deposit interest 
rate ceilings. 

As a matter of principle, whether to pay interest on reserves should 
not be an issae. Presently, failure to pay interest is tantamount to 
the imposition of a tax on some of our banks without calling it that. 



However, structuring a procedure for paying interest on reserves has 
raised difficult questions about the appropriate interest rate, concerns 
about possible windfall gains to large banks, and controversy over 
what percentage of the Federal Reserve System's revenues should be 
available for interest payments. It seems to me that a simpler ap- 
proatin would be to permit member banks to invest their reserves in 
interest-bearing securities. The Federal Eeaerve could dete.nnine what 
kinds of securities should be eligible for this purpose based on con- 
siderations such as risk. This approach would permit each bank to 
make its own choice and obviate the necessity of having the Federal 
Reserve establish a rate. This issue could be the subject of a ^udy 
as Congressman Stanton has proposed in H.R. 12706. 

Explicitly pricing Federal Reserve services should increase the effi- 
ciency of our financial system by allowing various financial institu- 
tions to purchase the services they desire either from the Federal Re- 
serve or from private alternatives. 

If interest were paid on member bank reserves, pricing of Federal 
Reserve services would be essential to prevent discriminatory treat- 
ment of nonmember depository institutions. Pricing would also pro- 
vide a better opportunity for the correspondent ranking sygAem to 
compete with the Federal Reserve. Such competition, in turn, should 
encourage the Federal Reserve to eliminate waste, to improve services 
and to offer new ones. 

Assuming that it is good public policy to maintain a significant 
presence for the Federal Reserve in the payments mechanism, we fee! 
that the Federal Reserve should have some flexibility in setting prices. 
The requirement that pricing principles be produced and published 
at least a year before the fee schedule becomes effective assures that 
the Federal Reserve will not take advantage of its unique position. 
However, we would recommend that the matter of pricing guidelines 
receive careful study prior to the enactment of legislation on the issue 
of pricing to make sure that the Federal Reserve has pricing flexibil- 
ity without unfair advantage- 
Payment of interest on reserves of member banks potentially could 
place nonmember banks as a disadvantage because the 40-year-old 
prohibition against the payment of interest on demand deposits does 
not permit member banks to pay interest on correspondent balances. 
These balances often serve as reserves for nonmember buiks and serve 
as well for check clearing operations and compensation for other cor- 
respondent services. If the prini^iple of explicit pricinir were adopted 
for member banks, then parallel treatment would dictate that corre- 
spondent banks should have the choice of paying interest on corre- 
spondent balances and levying explicit charges for correspondent serv- 
ices. There can be little douU that this would increase the efficiency 
of the financial E^stenu 

However, if the interest prohibtion is lifted for correspondent de- 
posits, the principle of equity would dictate that it should be lifted for 
all demand deposits. I have long supported elimination of the pro- 
hibition of interest payments on demand desposits and rate ceilings on 
other kinds of desposits. 

Finally, Uie last issue I would like to touch on cMicems the discount 
window. The Federal Reserve believes that the ability of the syaiem 
to cope with the kind of generalized liquidity crisis most of us are 
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concerned about — in which the public demands more cash than the 
banking system holds — aggressive open market operations and disoount 
window accommodation to members am provide cash BDffi<nent to 
meet the public's demand. 

The decline in membership does impair the ability of the system to 
minister to a localized liquidity squeeze involving one or a few insti- 
tutions. In the past, the Federal Reserve has sometimes resorted to 
conduit loans for nonmembers in suoh circumstances — that is, loanB 
to a member bank which in turn provides credit to a nomnember in- 
stitution but has been reluctant to accommodate nonmembers directly 
through the discount window. 

We believe that emergency borrowings from the Federal Beserve 
discount window should be available to member and nonmember banks 
alike upon certification by the FDIC that they are in danger of foiling 
and that such assistance is necessary for a temporary period until a 
merger, a receivership sale or some other orderly resoluticHi of the 
bank's problems is arranged. The FDIC, in turn, should be authorized 
to guarantee the repayment of such borrowings out of t^ resources 
of the deposit insurance fund. In connection with this authority, tiie 
FDIC should be required by law to keep the Federal Reserve rally 
informed with up-to-date information as to the financial condition of 
all banks certified to borrow from the discount window under this 
provision. 

The legislative proposals before the committee which address the 
issue of Federal Reserve membership attrition raise m&EO' <^i ^^^ other 
difficult issues we have been facing for the past decade. The persistent 
surfacing of these issues is a measure of the need to address them 
and resolve them, and I concede that the job of the Congress in tiiis re- 
spect is not easy. I hope that these comments will prove to be helpful. 

The Chairman. Thank you very much, Mr. LeMaistre. 

[Complete statement fmlows:] 



Mr. Chairman, I appreciate the opportunity to testify before this C<»nmittee 
and present the FDICTb views on the Federal Reserve Heqnlrementa Act of 
1978 (S. 3301) which would amend the Federal Reserve Act to provide for the 
maintenance ot reserves by certain depo^tor; institutions, to require the Fed- 
eral Beaerve System to Impose charges for Its services, and to authorize the pay- 
ment of interest on reserves held in Federal Reserve banka 

Tills bill and several under consideration by the House Committee on Banldng, 
Finance, and Uitmn AfFairs would deal with attrition In Federal Reserve System 
membership and related mattei^. There has been a alow but steady erosion of 
Federal Reserve membership over the last decade as beaka have chosen to leave 
the System. Recently, this gradual decline accelerated. Since the beginning of 
1977, 108 banka have withdrawn from membership. The percentage of total 
dqxislts of commercial banlce held by Federal Reeerve members has decreased 
from 83 percent in 1965 to nearly 73 percent ot the present time. 

The Federal Reserve System has become Increasingly conceited abont the 
attrition of membereblp and the declining proportion of dqwsits held by m«nber 
banks. For many years it proposed mandatory membership as a scrfutlon. The 
proposal never received a serious bearing In the Congrees for various reasons, 
primarily because ot the ecmeem ttspreseed by the States about the impact of 
mandatory memberehip on the viability of State banking systems. More recently, 
the Federal Reserve modlfled Its proposal to provide for mandatory reserves and 
membership privileges for nonmembers. 

lABt year, aa the problem of membersblp attrition became more acute, the 
System proposed pAjmatt of interest on required reserves and reductions in 
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Uie minimum sUtutoir reserve reqniremait Umltatlons. Oliose pn^xxwls were 
(copied wltb tbe Consvuner Financial Services Act S. 206S) whlcb wonld bave 
authorized depoeltory institutions to offer NOW accounts. In my testimony on 
tills subject before the Subcommittee on filnandal Institntlons last year, I stated 
tbat payment of interest tm required reserves and reduction of reserve require- 
ments wonld have Important implications for the competitive balance between 
member and nonmember banlcB and for the structure of the banking system. I 
iDdicflted that, in my judgment, these isaaes are quite ccnnplex and are not re- 
lated to permitting Interest bearing NOW accounts on a national basis. Tliere- 
fore, I recommended that these issues be dealt with aepemtely and be subjected 
to careful and reasoned study. Theee hearings and those recently held before 
the House Committee on Banking, Finance and Urban Affairs provide tbe op- 
portunity for the thorough consideration I think Isessmtlal. 

Let me begin by stating our view that the legal requirement that Federal 
Reserve member banks maintain sterile reserves la inequitable to th^n and In- 
equitable to their cuatomers. In many States, it also places member banks at a 
competitive dlisadvantage vls-a-vis nonmember banks. The bill under discussion 
proposes: (1) to establish imiversal reserve requirements for all banks or deposi- 
tory institutions : (2) to pay Interest on reserves and to reduce reserve require- 
ments ; and (3) to charge banks for Federal Reserve services now provided free to 
member banks. 

For reaaons I ^all discuss, we strongly oppose the estatdlshmoit of universal 
reserve requlr^nents for all commercial bonks as well as all depository Inatitu- 
Uona. The payment of Interest on reserves and pricing of services, however, are 
attractive and deserve thoughtful and sympathetic coiudderation. The Implemoi- 
tatlou would not be easy because a redressing of the imbalance between member 
and nonmember banks raises many of the difficult Issues with which tbe Congress 
has been wrestling, without resolution, for a numher of years, ^ese ioclode, 
notably the Issue of changes In the Federal regulatory structure, particularly 
whether the Federal Reserve should continue to exercise supervisory authority ; 
and the ]mae to regulatory reform, particularly whether Interest rate ceilings 
and the prohibition of interest on demand deposits should be abolished. 

In tbe remainder of this statement I shall explain how we reached these con- 
clusions by discussing bow the proposals for dealing wlUi Che attrition of Federal 
Reserve membership bear on several important public policy contdderations: 
(1) the capability of the Federal Reserve System to conduct monetary policy 
effectively, (2) the balance between the State and national banking systems, 
(3) the efflcdency and innovative capacity of the banking f^tem, and (4) the 
viaMUty of the banking system under liquidity pressures. 

L UONHr&BT POLIOY EFFBCTTtVUIZSa 

The Federal Reserve has stated its belief that the decline in the pn^K^tlcm of 
deporits held by member banks caused by membership attrition adversely affects 
the precision with which monetary policy can be conducted. The point Is that as 
a larger portion of deposits becomes subject to diverse Stale reserve requirements 
the linkage between bank reserves and the money supply becomes less pveActatte. 

Of course, estimating the impact on the monetary aggregates of a parttcnlar 
change In reserves becomes more difficult when dlffer^it banks are subject to 
different reserve requirements. But this problem would exist even If all banks 
were subject to universal reserve requirements or if all banks were member 
banks. Under the present reserve structure of the Federal Reserve, time deposits 
«re subject to different requirements than demand deposits and different size 
flaeses of member banks are aubject to varying reserve requirements. H«ic8, 
i shift of funds among member banks has precisely the same effect of blurring 
the precision of monetary policy that disturbs ttie Federal Reserve when non- 
member depository institutions are Involved. It should be noted that S. 8804 
would not alter this appreciably, because It would maintain the i»esent system 
of different percentages of deposits set aside as reserves based on bank size. 

l^ere have been seveml studies of the monetary contr(d issue by economists 
outside the Federal Reserve. All of those that I am familiar with have concluded 
that increased Federal Reserve membership is not Important to the effective- 
ness of monetary policy. 

Two major statistical studies have attempted to ascertain the impact of 
universal reserve requirements for mranber and nonmember banks on tbe Imple- 
mentation of mooebuT policy. The first was conducted by Clark Warborton (or 
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the Commiasion on Honey and Credit WarbQiton conclnded that nonmember 
banks are affected by Federal Reaerve monetary pc^cy actlMig in approxlmatelr 
the same way that member banks are. Another InveetlfraUon was reputed by 
Dennis Starleaf of Iowa State Universitr. In Starleaf b study the actual Mi 
m<mey multiplier for the period 1962-19^ was compared with a money multlpU^ 
series simulated under the assomptlon that all banks were subject to the rcMrve 
requirements of the Federal Reserve. The simulation Indicated that had noD' 
member banks been subject to such reserve requirements th»e would have beui 
even greater variations in the money stock. Starieaf thus rejected the argument 
that equal Federal Reserre reserve requirmenta for member and nonmember 
banliB are necessary for the Implementation of monetary policy. 

There have also been a numlmr of attempts to analyze the logical arguments 
and Che statistical data tliat eiist on this Issue. The Hunt Commission concluded 
that "reserve requirements are unneccsBary for open market operattons to control 
the numetary base effectively." Carter Goiembe. after discussing the dffflcultlea 
In conducting monetary policy with precision, concluded that, 

... So many factors contribute to the lack of precision and certainty that 

simply changing the i^oportlon of deposits subject to Federal Beswre 

requirements from almost 60 percent to nearly 100 percent would be of 

relatively minor Importance. 

In a 1974 study. Professors Boas Robertson and Almarin Phillips investigated 

the argummt that nonmember banks behave in a different manner from meotber 

banks and that such behavior thwarts implemmtalion of Federal Reserve 

monetary policy. They concluded that these arguments have no validity. A 

study conducted by Gary Gilbert and Manferd Peterson at the FDIG found 

results similar to those of Robertson and Phillips. 

Most economists regard reserve requirements as sectmdary to open maifeet 
operations in conducting monetary policy. The Federal Reserve has made mini- 
mal use of changes in reserve requirements in recent years, possibly owing to 
Its fear of aggravating the membership attrition problem. NcmetiieleSB. the 
limited use of this monetary tool has not had a noticeable Impact on the ability 
of the Federal Reserve to conduct monetary policy. 

Furthermore, several studies have shown that mien market operations have 
a timely impact on all commercial bank reserves. These studies indicate that 
the total impact Is felt by banks in some regions within the first 2 weeks follow- 
ing open market operations. In most cases, the impact of open market operations 
on reserves is completely transmitted within 6 weeks. Moreover, the length of 
time for the impact of open mailtet operations to be transmitted is not related 
to the region's distance from money market centers. 

What the Federal Reserve does need to conduct monetary policy effectively 
is Information about monetary aggregates. For the conduct of monetary policy, 
the Federal Reserve should be permitted to obtain summary statistics on assets 
and liabilities of all depository institutions from the appropriate Federal agency. 
8. 3304 would require depository institutions to report their deposit liabilities 
and required reserves directly to the Federal Reserve. We support making such 
information available to the Federal Reserve and have no objection to the 
adoption of the proposal in S. 3304. 

Several years ago, the Federal Reserve became concerned about the adequacy 
of its data on the money supply and established a committee chaired by Pro- 
fessor George L. Bach of Stanford University to recommend diat^es In money 
supply statistics. One of the major recommendations of the BatA OcHnmlttee 
was that better and more frequent data on nonmember bank deposits vtere 
desirable. Following that report the FDIC Instituted a special schedule in the 
quarterly call report for all nonmember lienks to provide the Federal Reserve 
with better Information on the money supply. This s<4iedule requires nanm«nbec 
banks to cwnpute a 7-day average of deposits for the 7 days ending with the 
date of call. This collection was Initiated with the spring 1976 Call for B^mrts 
of Condition. 

A second at^, also recommended by the Rach Cmnmittee, went Into effect in 
the flrat week of July 1977. A aample of B80 nonmember banks Is reporting 
deposit and cash Items on a regular weekly, baais, the aame items as all non- 
memher banks report four times a year. The Federal Reserve has Indicated 
that it expects the data from these two surveys to permit rignlflcant Improve- 
ments In their estimates of the nonmember bank componmt of the Nation's 
money supply. The FDIC and the Federal Reserve have agreed to review this 
program In mld-197B to determine whether nonmember bank data are necessary 

r„i„„.^.>,i.^i^ 



78 

lor monetary policy purposes and, if they are, vrhether the sample of a. 

banks la adequate. In the Interest of im[»«Tlng the timeliness of the snrr^ 
data to the Federal Reserve, tbe FDIG intends to request the 580 banks partici- 
pating In the program to submit the data directly to the Federal Reserve rather 
than through the FDIC regional offices, which la the present procedure. 

In sommary, we believe the need for legal reserve requirements for monetary 
control purposes! Is not supported by the weight of available evidence. The 
evidence to date suggests that monetary policy effectiveness depends on adequate 
data, pr(q)er estMdUtm procedures, and ai^roprlate open market (^^atioiis 
decisions ; and not on reserve requirement Jurisdiction. 
Bank supervition and the eaerciie of monetary polioy 

Bepresentatlves of the Federal Reserve System have also argued tbat slgnlfl- 
cant supervisory and regulatory responsibilities are required for the eSectlTe 
conduct of monetary policy. In bis testimony before the House Bankting Com- 
mittee, Chairman Milter reiterated the Federal Reserve's belief tbat its activities 
In the bank supervisory and regulatory area "cannot be readily separated from 
its Job of conducting monetary policy." In the past, represmtativeB of the Fed- 
eral Reserve have argued as well that an understanding of the nuances of mone- 
tary policy and of dei'elopmenta In the economy facilitate bank superririon. 

We feel there are two valid arguments why bank supervision and regulation 
and the conduct of monetary policy should be separated. First, it has been ar- 
gued that tbe Federal Reserve's responsibility for bank supervision diverts at- 
tention from monetary policy formation and that thia diversion may reduce Its 
effectiveness in implementing monetary policy. Second, when the lm^ementati(Hi 
of monetary policy goals and bank supervision are combined, the former will 
inevitably take precedence leading to Inconsistent and Inequitable bank super- 
vision. 

We believe some beneflta will be gained from the functional separation of 
supervision and monetary policy. Furthermore, It Is our opinion that the attri- 
tion of members from the Federal Reserve System and, hence, a lessening of Its 
supervisory and regulatory presence has not Interfered with the effective con- 
duct of monetary policy. Based on tlie available evidence and experience, we 
tentatively conclude that neither control of reserve requirements in nonmember 
d^Msltory Institutions nor supervisory jurisdiction is critical to the conduct of 
monetary policy. 

U. DUAL BAKSINO STSTEH 

Historically, our Nation's banking system baa developed within the unique 
Federal character of our State and national governments. Today thia la 
manifested in the ability of both the States and the Federal Government to 
charts banks and other kinds of depository Institutions. Tbe vitality of this 
dnallam is maintained by permitting banks to convert from one chartering au- 
thority to another. 

While some may diaagree, we brieve the dual ayatem of State and national 
banks has been a positive element in the American system of government and baa 
contributed to a more Innovative and responsive financial system. Accordingly, 
maintaining a balance l^tween the State and national banking systems Is a de- 
sirable public policy.. The attrition in Federal Reserve membership gives some 
credence to the argument tbat this balance is tilting toward the State systems. 
However, despite tbe decline of Federal Reserve membership, member banks 
stUl bold about three-quarters of domestic deposits. Moreover, the largest banks 
wblcb depend on Federal Reserve clearing and money transfer services represent 
a bard core of membersblp and deposits nut tihely to leave the system. 

Nonetheleas, we should not maintain a "balance" for the sake of balance. It 
is clear that reserve requirements of tbe Federal Reserve wedgh heavily on 
member banks and result generally in such banks carrying more cash than 
they otherwise would. In direct competition with the nonmember bank, a mem- 
ber bank might be disadvantaged. 

One aolutlon to the problem of equity that we believe abould be resisted is 
the proposal In S. 3304 to Impose universal reserve requirements on the trans- 
actions balances of Donm^nber depository institutions. As we explained above, 
extension of universal reserve requirements to nonmember Institutions Is not 
esawitial to conduct monetary policy effectively. While reserve requirements are 
primarily responsible for the Inequity of Federal Reserve membership, we be- 
lieve that equity can be achieved in other ways— euch as paying interest on te- 



serves, permitting reeervee to be beld In tbe form of marketable aecnrltlei^ or re- 
ducing reeerve requirements — without the necessity of resortliig to oniTersal 
reserves for all Institutions. 

Universal reserve requirements are perceived as a threat to the inteKrlty of 
State banking systems. If nonmember banks have to maintain reeerrea at tbe 
Federal Reserve Ju^t as member banks mnet do, but liave no access or liave limited 
access to the discount vdndow and other System benefits, wliy not beccnne 
members? The assumption Is that obligatory universal reserves would not only 
make nonmembershlp unattractive, but many Institutions would also be In- 
clined to convert to a national charter. The result would be an imlxdance in the 
dual system In favor of membership and the national banking system. 

We do not know whether this would occur. However, such a proposal should 
not be accepted unless this danger is eliminated. If there were a masstve influx 
into the State member and national systemB, many State systems would lose 
their viability, and the supervisory authority of the Federal Reserve and the 
Uomptririler of the Currency would grow substantially without the beneflt of 
Congressional consideration. My point <s that the issue of Federal r^^nla- 
tory structure cannot be Isolated from this issue of balance. The better of the 
two proposals — the payment of Interest on reserves and lowering of reserve 
n-i|iilrements — avoids some serious shortcomings of the universal reserve re- 
quirements proposal, but it raises the possibility of weakening the State syatana. 

In summary, we cannot prove that universal reserve requirements would seri- 
ously damage the dual banking system. However, we feel this portion of S. 38M 
should be eliminated unless sufficient safeguards for maintaining a balance In 
the dual banking system are developed. 

ni. BANKJNO STSTEU EFnCIERCT AND INMOVATTVZMESS 

Market pricing of goods and services Is vital to the efficient allocation and 
use of those goods and services. In the words of Milton Friedman, pridng Is 
lilghly desirable ". . . to prevent the waste that arises from the at>Brace of 
Hpociflc charges for them." Generally, market pricing encourages competition to 
liiilirove the quaMty of goods and services and to lower their coat. Presently, 
pricing la absent in at least three areas that bear directly or indirectly upon the 
legislation tmder consideration: (1) tbe absence of Interest payment on the 
riNjuired reserves of member banks, (2) the provision of services by the Fed- 
oriil Reserve to' member banks, and (3) the prohibition of interest payments on 
ili'nutnd deposit balances and deposit interest rate ceilings. I will address each 
111 turn. 
Intereit on reserve! 

As a matter of principle, whether to pay interest on reserves should not be 
uii issue. Presently, failure to pay interest Is tantamount to the Imposition of 
a tax without calling it that. A substantial amount of the revenue fort^ine by 
niauiber banks Is passed on to the Treasury Department by the Federal Beeerre. 
Miiiuii ot the revenue is used by the System to ofCset the cost of providing "free" 
uurvlceH to member banks. If it were the national policy to tax banks, It would be 
Ijrefi'rable to levy the tax directly on all banks and other depository institutions 
as well. Then all would be treated equally. 

Concern has been raised about the adverse Impact payment of interest on 
reserveH would have on Treasury revenues. Tills concern has led to attempts to 
striiiiture a procedure for paying interest wliiie minimizing the loss in Treaetiry 
revenue*. However, structuring a procedure for paying interest bo|ts down in 
queMtions about the appropriate interest rate, concerns at>out possible windfall 
guhis to large banks, and controversy over what percentage of the Federal Be- 
serve Hystem's revenues should be available for interest payments. We submit 
that none of this is really necessary. It imposes the subjedive Judgment of men 
In deuling with the cost of membership when tbe market system could probably 
do [letter. Why not permit member banks to Invest tbeir reserves In Interest bear- 
ing securltlesl In fact the percentage of assets held In cash would prottably t>e 
reduced by only a few percentage points. The Federal Reserve could determine 
what kinds of securities should be eligible for this purpose based on consldera- 
UftM such as risk. It might even sui^ly thKn from its portfolio. HiiB approach 
would permit eatdi bank to make its own choice and obviate the necessilr of bav- 
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lug Qie rederal Beeerre estabUsh a rate. Fresumal:^, 86 StAtes allow State non- 
member banlu to bold lit least part of tbeir required reserves in the form of 
U.B. GoTemmHLt Becurities. This Issue should be tbe subject of a careful study 
as Cougressmaa Stanton has proposed in U.B. 1270%. If either the losa of Treas- 
ury revenues or subsidization of small banks were felt to be ImpcKtant problems, 
we would recommend that the Congress address these problems directly tbrongh 
national tax policy. 

To the extent that our faith in the efficacy of the market system might be 
misplaced, we endorse the provision in Section S of H.B. 1^06 that would require 
the Board of Governors to prepare a study on permitting member banlu to invest 
their resMves in securities. 
FrMna of »ervioea 

BxpUdtly prldng Federal Beserve services should increase the efficiency ot 
onr Hnani*lal system by allowing various floandal Institutions to purchase the 
services they desire from Che Federal Reserve or private alternatives. Among the 
Federal Beserve System's major service ere ; operation of the payments system, 
including check processing and transportation and automated clearinghouse 
services; pickup and delivery of coin and currency; wire transfers; purchase, 
sale, safekeeping and clearing securities ; and operation of the discount window. 

It interest were paid on member bank reserves, by whatever means, pricing 
of Federal Beserve services would be essential to prevent discriminatory treat- 
ment of nonmember depository instltatlons. Pricing of services also Is sound 
policy because it would enhance the efficiency of the financial system. This wonld 
provide a better opportunity for the correspondent banking system to compete 
with the Federal Beserve. Sucli competition, In turn, should encourage the Fed- 
eral Beserve to eliminate waste, to improve services and to offer new ones. 

Assuming that it la good public policy to maintain a significant presence for 
the Federal Beserve in the payments mechanism, we feel that the Federal Be- 
serve should have some fleilbillty in setting prices. The requirement that pricing 
principles be produced and published at least a year before the fee schedule 
bec«Hnee effective assures that the Federal Beserve will not take advantage of 
Its unique posltitm. In developing a set of principles, we would hope that con- 
idderatlon would be given to some of the following matters so tliat further Con- 
gressional action will not be necessary. 

The costs of producing the same service tor a variety of customers may differ 
In various areas of the country because labor and capital costs are not equaL 
Thus, It may be more efficient for the Federal Beserve to charge dllterent prices 
occoridtng to the costs of providing services to different customers. The cost of 
providing a certain service to nonmember banks and nonbank depository insti- 
tntlons could be below the cost qt providing tbe same service only to member 
bonks. This could result from the way In which a service were utilized. For 
example, a credit union may not require daily pickup and delivery of coins or 
corrency, or a savings and loan association might not complete security trans- 
actions as often as a commercial bank. 

To allow the Federal Beserve some flexibility In develc^lng and Implementing 
a pricing system, the Federal Reserve should be permitted to price services 
^Q»licitly by broad service classes. One price schedule ml(^t be developed for 
payments services, another for securities services, and another for transporta- 
tion. Perhaps a cost-plus pricing system could be developed for the services now 
provided by the Federal Reserve, and the markup over tbe cost of providing 
the service might be limited to a fixed percentage. 

There seem to be eccmomies of scale associated with at least some services that 
tbe Federal Beserve now laovldes. If these economies are pervasive, the Federal 
Besnre will be able to offer the relevant service at a lower price than any 
private competitor. There is nothing undesirable about this, but the result should 
be determined by experience, not fiat. It Is not unlikely that the Federal Beserve 
has a natural monopoly on some services because private competitors could not 
attract sufflduit volume to offer the same services at as low a price. 

Aecordiug to materials that former Federal Reserve Chairman Bums sub- 
mitted to Senates Proxmire on October 4, l&TT, In recent years tbe per unit costs 
of conventional (Aeck processing, return items, transfer of funds, and automated 
clearinghouse activltlea have declined as volumes increased. If these trmds con- 
tlnue, the private sector might not be able to offer competing services at costs 
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tbat are as low as those incorred by the Federal Beaerve. On the other hand, 
the cash services offered ty the Federal Reserve do not seem to show declining 
costs with increasing volnmee. In an electronic banklug envlronmait, it U not 
dear that several payments systems can compete efficiently. However, in this 
regard we point out that the private bank wire continues to compete wlt2i the 
Federal Reserve wire, and networks of correspondent banks provide payment 
services that are preferred by some member banks over Federal Reserve pa^ 
ment services. 
Intereit on demand depotitt 

Payment of Interest on reserves of member banks potentially could place non- 
member banks at a disadvantage because the 40-year old prohibition against the 
payment of interest on demand deposits does not permit member bonks to pay 
Interest on correspondent balances. These balances often serve as r oooT Tcs for 
nonmember banks and serve as well for check clearing operations and compen- 
sation for other correqwndent services. If the principle of explicit prldng la 
adopted for member banks, then parallel treatment would dictate that banks 
should have the choice of paying interest on correspondent balances and levjlng 
explicit charges for correspondent services. There can be little doubt tbat tiiifl 
would Increase the efficiency of the financial systein. 

As a matter of principle, if the interest prohibition is lifted for correspondent 
deposits. It should be lifted for all demand deposits. I have long supported elimi- 
nation of the prohibition of InterenC payments on all transactions balances as 
well as removal of Interest rate ceilings on other kinds of deposits. Economists 
have demonstrated that there Is no merit to the contention that competltlmi 
tor demand deposits through the payment of Interest led to bank failures during 
the Depression as some contend. They have also demonstrated, at least to our 
satisfaction, that competition for deposits through the pricing mechanism would 
resnlt In a more efficient allocation of resources thaa competltloD throngh In- 
direct means involving the Implicit payment <^ interest by building more 
branches, kee^dng open loiter hours, providing free checking services, offering 
premiums and free travelers' checks, as well as a variety of other services. Sud) 
competition would lead to substantial benefits for both financial instltutioDB and 



Under the present system of Implldt Interest payments on checking accounts, 
depositors are denied the opportunity to determine for themselvee how they wieii 
to spend their portion of the income the bank earns on their deposits. If Interest 
were paid, a depositor might choose to consume the same services that banks 
now offer in the course of competing with other Institutions tor accounts or a 
depositor might choose to forego such services and spend Interest Income on 
different goods and services. This is an important benefit — consumers would 
dedde how to spend their interest income, not the banks. 

Free- or below-actual-cost checking encourages Inefficient use of resources 
because dQK>dtor8 have little or no Incentive to economize on check writing, even 
though cl^k dearance costs are substantial. Direct charges for checks are likely 
to prompt depraitors to write fewer checks. Such fees should cover a substantial 
cost of clearing checks. Management's adoption of pricing policies more nearly 
in line with the costs of providing services to customers will enhance a financial 
institution's capability of paying a competitive Interest rate on deposit balances 
without Impairing earnings. 

Payment of competitive interest rates will lower some operating costs by re- 
ducing the need for customers to transfer funds from nonlnterest bearing chetA- 
Ing accounts to savings accounts. Thus depositors will no longer find it necessary 
to maintain separate checking and savings accounts. Customers will not need to 
spend as much time and effort in mani^ng deposit balances, particularly when 
Interest rates are high. Also, existli^ Inequities whereby some depositors pay less 
than the cost of servldng thdr accounts will be eliminated. 

IV. BUfSIRa STBTBII VIABIUTZ AMD UQTTIDITT FBSSSUBIS 

One of the important functions of the Federal Reserve System is to serve as 
the Nation's lender of last resort Through the vehicle of the discount window, 
the Federal Reserve Is able to provide liquidity when It Is needed. The dlsconnt 
window acts as a safety valve by permitting the Federal Reserve to cushion tbe 
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impact of a tisM monebir; poller on iDdlvldaal IsBtltatloiui. It can olao aaslBt 
member bauka La meeting routine but unexpected loan demand ot deposit with- 
drawals, seasonal liquidity requirements, and emergencr liquidity needs. A mem- 
ber bank's first recourse is expected to be to tbe market. If sufficient funds are 
not available in the market, the Beserve Bank might provide accommodation, 
but it Is understood that it is temporary. Each member bank must eliminate 
its discount window borrowings wltbin a reasonable period. Reserve Banks also 
require member banks to pledge collateral, tyi^cally of bigh quality. 

The Federal Beserve Act authorizes entitles other than member banks to use 
the discount window only under "onnsual and exigent" drcumstances. As a 
result, Federal Reserve reports indicate that no nonmember bank has borrowed 
from tbe discount window since 1B66. 

While nonmember banks also face unexpected needs for liquidity, the; ordi- 
narily cope with them with little difficult by borrowing from correspondent 
banks In much the same way that members do from the Federal Bcserve. Indeed, 
even when nonmember banks are in trouble, it Is generally possible for them to 
borrow from correspondents if they have sufficient and acceptable collateral 
To be sure, the lending bank may also Impose spedal conditions on tbe borrow- 
ing bank. But In that regard, the Federal Reserve also behaves like a careful 
creditor In accommodating a floundering bank. It makes sure such loans are 
well coltsterlzed, that its Interest in the collateral is perfected, and that the 
borrowing bank is solvent Thus, the fact that nonmembers do not have window 
accommodation le not seriously disadvantageous in most circumstances. 

The Federal Reserve believes that tlie ability of the flnandal system to handle 
liquidity "cmnches" wilt weaken if membership attrition continues unabated. 
It should be understood that the decline In Federal Reserve membership does 
not impair the ability of the System to cope with the kind of generalized liquidity 
crisis most of us are concerned about, in which the public demands more cash 
than the banking system holds. Aggressive open market operations and discount 
window accommodation to members can provide cash sufficient to meet the pub- 
lic's demand. The decline in membership does Impair the ability of the system 
to minister to a localized liquidity squeeze involving one or a few institutions. 
In the past, the Federal Reserve has sometimes resorted to condnlt loans in such 
drcumstances — that is, loans to a member bank which in turn provide credit 
to a nonmember Institution. We think that the Federal Reserve should accom- 
modate a nonmember bank directly in such special drcumstances. 

Indeed, we are concerned that membership attrition has contributed to a nar- 
row interpretation of the words "unusual and exigent" by the Federal Reserve, 
' If experience Is a guide, these words appear to be Interpreted by tbe Board of 
Governors as requiring a national emergency before a Reserve Bank would be 
authorized to lend to a nonmember institution. The interpretation could be less 
restrictive, but at the present time It does not appear that the Board of Gov- 
ernors is wilUng to Interpret "tmnsnal and exigent" circumstances as extending 
to situations that are unique to an individual nonmember institution. The un- 
wllllngnesa ot the Federal Reserve to open the discount window to American 
Bank and Trust of Oraneehurg, South Carolina, in September 1&T4 led to the 
FDIC to take the unusual step of providing short-term liquidity directly to the 
bank under Section lS(c) of the FDI Act.' 

In December 19TS, former FDIC Chairman Frank Wllle in^poeed that tbe 
Federal Reserve make short-term, temporary loans available to nonmember 
banks in such drcumstances. We support Chairman Wille's propoaaL We believe 
that emergency borrowings from the Federal Reserve discount window should 
be available to member and nonmember banks alike upon certification by the 
FDIO that they are In danger of failing and that such assistance is necessary for 
a temporary period until a merger, a receivership sale, or some other orderly 
resolution of the bank's problems Is arranged. The FDIC, in turn, should be au- 
thorised to guarantee t^e repayment of sudi borrowings out of the resources of 
the deposit Insurance fund. In connection with this authority, the FDIC should 
be required by law to keep the Federal Reserve fully Informed with up-to-date 
information as to the financial condition of all banks certified to borrow from 
the discount window under this provision. 
Tho Chairuan. Mr. Connell. 
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STATEMEHT OF L&WSEHCE COWSELL, AOKIHISISAIOX, 
HATZOHAL CKESIT UVIOH ASIOHISISATIOH 

Mr. CoNNELL. Mr. Chairman, members of the committee, I welcome 
the oppoitunitj to appear here this morning and present the views of 
the National Credit Union Administration on S. '£iOi, the Federal Be- 
serve Requirements Act of 19T8. This legislation, if properly modified, 
would strengthen the Federal Reserve System, equalize the terms on 
which depository institutions compete, and assure an orderly develop- 
ment of future payments mechanisms. 

My remarks will be primarily directed toward those jH-ovisifms in 
the legislation which have application directly or indirectly to credit 
unions. I would also offer some personal observations regarding the 
proposal and its possible effects on the Federal Reserve System in 
monetary policy implranentation and payment systcon operations. 

For the most part, the Federal R^rve membership problem ap- 
pears to be caused by smaller banks ending their member relationship 
with the System. As this increases the number of commercial banks 
outside t^ Federal Reserve System, a number of undesirable effects 
take place. 

The first is clear — the Nation's central bank loses contact with 
smaller communities in our country and thusly loses the benefit of in- 
put from these cconmunities. The foundations of the payments mecha- 
nism are also weakened. 

Some of the earlv thinking regarding the Federal Reserve System 
incorporated a federation of clearinghouses whose liabilities were 
guaranteed by the United States. From the foundation of the Nation's 
central bank, the Federal Reserve has— since the second decade of this 
century— provided the base for an acceptable payments mechanism 
performance level which has been a public good of inestimable value to 
American economic development. 

I am not suggesting that clearing services should be provided pn- 
marily by the Federfl Reserve. In fact, the prospect of service un- 
bundling and explicit prices opens the way for assuring sound devel- 
opment of private electronic and paper funds transfer systems. I be- 
lieve the private sector will, in the coming years, bectmie increasingly 
the predominant component of the payments system. This develop- 
ment, however, will not be sound if the Federal Reserve is unable to 
assure an acceptable level of payments ^stem performance in every 
region and community in this coimtry. There may be some areas in 
which private sector systems cannot be operated profitably. 

Anotiier undesirable effect of the decline of the Federal Reserve 
membership is a return to the practice of pyramiding reserves in banks 
of increasing size and proximity to money markets. Before the Federal 
Reserve was established, banks maintained liquidity with hard cur- 
rency and deposits in larger banks. 

These larger regionalT>anks, in turn, held liquidity in the form of 
the liabilities of even larger money-center banks. When one of the 
money-center banks failed, it took with it smne of the smaller banks 
that were depending on it. The more banks there are outside the Fed- 
eral Reserve, the greater will be the extent of liquidity pyramiding. It 
was an unsa^ practice in the 1800's, and it still is. 



;v Google 



79 

A fourth unwanted effect of declining Federal Reserve membership 
is a decline in the efficiency of the lender of last-resort function. With 
member institutions in every community, there is a mechanism for 
making funds available to a bank or nonbank institution which is 
based on a financial intermediary familiar witli the Federal Reserve 
and its procedures. As Federal Reserve membership erodes and com- 
munity repreeraitation bectHnes minimal, the providing of liquidity to 
nonmonej market areas becomes steadily more difficult and less 
efficient. 

In summary, the decline in Federal Reserve memberdiip brings with 
it a number oi unintended results. 

One. It results in the central bank primarily serving the larger com- 
mercial banks, and it is perceived by the local conmiunity as a repre- 
sentative of the larger banks rather than serving a broad spectrum of 
the community ; 

Two. It undermines the foundation of the payments system and re- 
stricts payments system developments to the large baifflt members ; 

Three. It encourage a return to liquidity pyramiding ; and 

Four, It reduces the Federal Reserve's ability to serve as the lender 
of last resort. 

N'ationvnde reserve requirements on all depository institutions offer- 
ing third-party payment services, coupled with interest payments on 
reserves, unbundled services, and explicit pricing would prevent the 
unintended effects of membership declines from taking place. 

Mr. Chairman, I believe that a further bwiefit is likely to occur with 
the establishment of uniform reserves; namely, an increase in the 
monetary control capability of the Federal Reserve Board. 

Accurate control of tiie money supply requires among other things 
that the Federal Reserve know how many dollars of demand deposits 
are likely to be created for each dollar added to the system through 
open market operations. The imposition of uniform reserves in con- 
jimction with these open market operations can be viewed with respect 
to its effect on monetary control. I recognize that strong economic ar- 
guments have been presented on both sides of this issue. My personal 
experience leads me to believe that monetary control will be improved 
by the imposition of these reserves. Additionally, I am persuaded by 
the fact that the Federal Reserve itself is requesting this as a necessary 
element in future monetary control operations. 

In addition to possibly improving the Federal Reserve's ability to 
control the money supply, uniform reserve requirements would 
broaden the membership b^ of the central bank to include virtually 
every depository institution in the country. If the broader member- 
ship base were coupled with changes in the selection and tenure of 
Federal Reserve Bank directors and Board members — proposals this 
committee and its House counterpart have considered before — the 
leadership of the Federal Reserve would become more renresentetive 
of its newly expanded base and of the economy as a whole. The Fed- 
eral Reserve has already taken tentative steps in this direction. 

As for credit unions, I believe those that offer transactions accounts 
should be subiect to the same reserve requirements and monetary 
policy reporting requirements imposed on banks and other third- 
party paying thrift institutions. I feel strongly, however, that in- 
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formation on credit unions should be provided bv the National Credit 
Union Administration. This legislation provides that the Federal 
H(«ne Loan Bank System would receive and hold the required re- 
serves of savings and loan associations. Similarly, I feel the National 
Credit Union Administration through a central liquidity facility 
should be specified as the receiver and liolder of credit union reserves. 
The share draft accounts of federally chartered credit unions totaled 
only $588 million as of June 30, 1978. Of that amount, $212 million 
was held in the 19 credit unions which currently have share draft 
accounts totaling more than $5 million. If uniform reserves were im- 
posed as the legislation provides, federally chartered credit unions 
would have to set aside ^5.4 million to meet the maximum require- 
ment. 

Credit-unions are becoming increasingly involved in the Nation^s 
developing payments mechanism. The explicit pricing proposal is 
timely and necessary. It will strike a balance between the vast net- 
work which the Federal Reserve currently has in place and the multi- 
tude of private institutions which have come forth on the wave of 
the new electronic technology. 

Private initiatives will insure the Federal Eeserv.) System runs 
with maximum efficiency, taking advantage of in-place components 
of the system which continue to be usefuL The in-place system will 
assure an acceptable level of payments system performance to every 
consumer and even in the remote sections of the country. 

I recognize that we must face the problem of access to Federal Re- 
serve services by nonmember financial institutions. I feel the direct ac- 
cess approach should be followed with some form of compensation 
for the stock purchases required of member banks. I will h& looking 
forward to the Board's pricing recommendations which are scheduled 
to be presented later this month. 

The following comments are directed at specific sections of the bill. 

Section 103(4) provides for an exemption for financial institutions 
with transaction accounts of $5 million or less. It further provides 
that this exemption may be waived by the Board under certain con- 
ditions. My concern here is to insure that any imposition of reserve n- 
3uirements on this group of smaller institutions not be done in a sud- 
en or precipitous manner. 

Section 103(5) would require a credit union to make reports con- 
cerning its deposit liabilities to the Board. As I mentioned previously, 
I feel strongly that this information should be supplied to the Board 
by the National Credit Union Administration. 

Mr. Chairman, this concludes my testimony, I will be happy to 
answer any questions you might have. 

The Chaibuan. Thank you very much, Mr. Connell. 

Dr. Biederman. 
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The Chaibman. Thank you Dr. Biederman. 

Senator Schmitt has to leave and he's asked if he could ask one 
luestion. So I would ask Senator Lugar's permission if he could ask 
tnat one question. 
Senator Luoar. Surely. 
Senator Schmitt. I appreciate the Senator's courtesy and am in- 
trigued by this testimony, maybe even more than I was by Chairman 
Miller's. 

Underlying it, I think is a general belief that the dual banking 
system and a multif aceted financial system are of value to the coun- 
try, and have been a proven value for some time. 

Now, if there were a system designed to preserve this multifaceted 
character o£ our financial system that included a requirement for de- 
posit reporting by all financial institutions, the option for maintain- 
ing reserves in order to obtain the Fed services, the availability of the 
discount window for financing, and then the payment of interest on 
i-eserves if in fact reserves were maintained, and maybe even along 
the interest lines suggested, would that kind of a package protect 
the kinds of interests uiat you all — I shouldn't say you have interests 
that you're protecting — but would it tend to mitigate the problems you 
see in the proposed bill ? 

Mr. LbMaistre. Senator Schmitt, I think definitely it would. How- 
ever, I would suggest that in furnishing these services the Fed ought 
to furnish them on an explicit pricing basis, as your bill su^ested, 
and that the furnishing or services not he conditioned on the mainte- 
nance of reserves. It seems to me that the reserve balances at the mo- 
ment are the basis for giving free services — free in quotes — to various 
bonks who are maintaining those balances. It would be fairer and per- 
haps more efficient to say what each service will cost and let the Imnk 
select which services it wants and either get them from the Fed or a 
correspondent bank or wherever they may be available. 

I think our whole system would be more efficient if that method were 
pursued. 

Senator ScHMrrr, But you would not perceive any value in allowing 
those services to be bought, if you agreed to maintain reserves upon 
which you could get interest ? 

Mr. LeMaistre. You mean add pricing to what your first question 
was and furnish them free if the balance was kept ? 

Senator Schmitt. No, I would say, if you as a thrift institution 
or otherwise, would maintain reserves, then you can have access to 
the services but at the fee schedule. But you could also get interest. 

Mr. LeMaistrb. Get return on your reserves? Certainly that makes 
it a more equitable bill. I'm convinced that would be less potentially 
harmful. Frankly, I'm at a loss to say exactly what the impact of this 
bill would be on the dual banking system. It's because I'm worried 
about what might happen to it is why I have raised that question. 

Senator Schmttt. You think there are too many incentives to go into 
national banks? 

Mr. DEMAis'niE. I think you might find a sudden influx into the Fed- 
eral system from the State system, and there are a few States — more 
than a few — ^that probably couldn't operate without maintaining some- 
thing like their present level of membership in the State system. So to 
the extent that the dual system is beneficial — and I thhik it has been 
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beneficial — ^it has produced innoTations in banking which have been 
helpful. Whetjier good or bad, it gives us a proving ground for certain 
experiments, as is the case in New England. Furthermore, it seems to 
me that it's definitely worthwhile to preserve it, and the caution I'm 
raising here is that we ought not to let this bill be a means of lessening 
its viability. Because of these fears I raise those questions. 

I do think what you su^gieet is probably the way to approach it, al- 
though I would say that if universal reserves are being required simply 
because of the effect on monetary policy, that I haven't seen that the 
need for that has yet been demonstrated. 

Senator Schmftt. You think depo«t reporting would have at least 
some of the effect of universal reserves? 

Mr. LeMaisisb. I think so. 

Senator ScHMrrr. Mr. Connell. 

Mr. CoNNEiLL. Senator, I have no fear that the dual banking system 
would — or dual financial system will suffer because of univer^il re- 
serves. As I understand this proposal, it's strictly mcmetary reserves 
and doesn't propose a full thrust of membership regulation that now 
exists under the membership system that's currently used. Therefore^ a 
bank or a credit union or a savings and loan association can choose its 
charter depending probably up«i the operating powers that it has in 
a particular jurisdiction. 

Senator Schmitt. There's always the old domino theory, though. 

Mr. Connell. We have had the dtmiino going the other wayj oMia- 
tor, for the last several years, and I think it's begun to have its impact 
on the effectiveness of monetary policy, and that does concern me that 
we have a number of evolutionary conditions going on right now rang- 
ing from freeing up of the controls of interest rates, for instance, thars 
one of the Federal Reserve tools for the monetary policies, one of the 
lesser tools but nonetheless we are beginning to have a movement to- 
ward more market determination of interest rates. We have changing 
or blurring of definitions of money itself which, of course, involves the 
intermediaries that I regulate, ana all these require, I think, a new look 
at our structure of carrying out mometarj policy. And so I'm in favor 
of the Federal Reserve's policy, with some modifications that we have 
in our testimcmy. 

Mr. BizDiKWAN. Senator, I think we would consider all of those areas 
that you mentioned as improvements on the current bOL But I think 
one area you may have touched on that needs attention has to do with 
the role of the Federal Home Loan Bank System and the Credit Union 
Administration in terms of setting reserve requirements and the ques- 
tion of were these reserves could be held. They would have to be passed 
through the Federal home loan banks or held at the Federal Reserve 
banks. I think, in addition to what you mentioned, we feel these issues 
should be addressed more clearly. 

Senator Schmfpt. Well, thank you very much. Thank you, Mr. 
Ghaiiman. 

The Chairman. Thank you. 

I want to follow up what the distinguished Sraiator from New 
Mexico talked about. What concerns me — it's easy to solve these prob- 
lems just by paying out more j>ublic money, pay interest on required 
reserves, we have never done it in the pa^. We start with an esti- 
mate of $300 million and we could end up with many billimis of dollars 
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before we're through a year. Of course, the people who get it are going 
to be pushing for it and we know what happens when that develops. 
We also reduce the earnings of the Federal Reserve and therefore the 
earnings of the Treasury and the burden on the taxpayer by reducing 
the reserve requirements. So I think we have to be cautious and careful 
about that. 

We are obviously going to get a push in that direction from the peo- 
ple who are going to benefit nom it, but we represent the broad public 
interest and we ought to be sensitive and aware of the cost of this. 

Let me start with Mr LeMaistre. The main issue that we are con- 
fronted with is not membership, but rather, whether the central bank 
^ould have all deporitory institutions under its direct or indirect juris- 
diction for these purposes: (1) Monet^y policy purposes; (2) to as- 
sure safety and soundness of the financial system ; and (3) to provide 
for an efficient payment system. 

Do you think that universal reserve reqmr^nents would accomplish 
these objectives? 

Mr. LkMaistrb. I would have to say I'm not convinced that it would. 

The Chairman. You're almost alone in taking that position. 

Mr. IjeMaistrb. I think monetary control depends upon having im- 
mediately available the data relative to monetary aggregates, where 
shifts of funds are going, that sort of thing, and I think the data are 
av^lable and there is no need for universal reserve requirements. 

The Chairman. Well, how about the issue of equity and fairness that 
Mr. Miller stressed so emphatically and so hard and I thought so weU ( 
I didn't hear any answer to that m your testimony or in the question- 
ing by those of us here in the committee. Why shouldn't all institutitms 
of the same size have the same reserve requirement mandated for them ? 
Why should you have one that can opt out from under reserve require- 
ments by giving up their membership and becoming a nonmember and 
get that advantage? 

Mr. LeMaistre. Well, I would have to say I agree that the present 
system is inequitable. It does favor the ncmmembers. 

The Chairman. Why shouldn't universal reserve requirements be 
mandated at a moderate level ? 

Mr. LbMaistre. At a low enough level, I dont think it would hurt 
I think the present — well, I Wouldn't say this bill because — but the 
level in the Reuss bill — I think would increase the requirwnents in 
about 10 percent of member banks with more than $100 million in re- 
servable liabilities. 

TheCHAiBMAN. You wouldn't object to that? You wouldn't object to 
universal reserve requirements if they were exempt for the first $100 
mUlicmplus 614 percent above that ? 

Mr, IjeMaistre. I would aay that the level ou^t to be below 0% 
percent. 

The Craihman. It's a big loss to the Treasury if you do it that way. 

Mr. LeMaistrx. If you want to tax the banks, I think you ou^^t to 
tax them directly. 

The Chairman. The banks have enormous piivileges. The banks 
arent starving. I dont see many bankets who are on welfare. 

Mr. LeMaistrz. I'm not objecting to taxing the banks, but I do 
think it is wrong to tax 40 percent of the banks as we are doing now. 
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Forty percent of them are leaving money up there on which they earn 
nothmg so the Federal Reserve can earn something. 

The Chairuan. We have been doing that for 200 years. We have 
be^i mandating requiring reserves one way or another. 

Mr. LeMaistre. Right, and we have been inequitable to members 
for some time. 

The Chairhan. Well. Mr. Connell, let me ask you how you feel, 
whether the central bank should have all depository institutions un- 
der its direct or indirect jurisdiction for monetary policy purposes to 
assure safety and soundness and provide for an efficient ^stem, and 
whether or not the universal reserve requirements would accomplish 
those objectives. 

Mr. Connell. Mr. Chairman, aa I mentioned in my remarks to 
Senator Schmitt, for monetary policy purposes, very much so. The 
reserve banking system is dealing with the high-powered money sec- 
tion in terms of money creation and in that area which the Federal 
Reserve will probably have its most effective implementation. 

In terms of safety and soundness, I guess the most graphic example 
I could think of was in reviewing the Federal Reserve's recently 
changed policies on seasonal lending in tlie last few years anyway. 
The Federal Reserve relaxed its policy and set up a separate structure 
for seasonal lending in the agricultural areas. Well, if you don't have 
lending in this kind of facility for banks say in the agricultural area 
or any area that has high seasonal swings, then the financial institution 
keeps a greater portion of its assets in a liquid, sterile form awaiting 
the bad time of the year, and that means that for the & months that 
liquidity demands are high, the rest of the year the people in the 
community suffer from lack of financial resources in terms of credit. 

For the individual bank to insure the safety and soundness it will 
maintain a higher portion of its assets in liquidity and less in loans. 
So from 8 safety and soundness standpoint, if the discount window 
were available, then the safety and soundness criteria would be met 
without a cost to the local community. 

In terms of the payments mechanism again, as we had fewer mem- 
bers, then we have correspondent banking services offered by fewer 
banks which lowers the number of alternative sources for payments 
processing and that, too, is not in the public interest. 

So, for all those three reasons, I favor the universal reserve concept 

The Chairman. Very good. Dr. Biederman. 

Mr. Biederman. A couple of points, I'm a little confitsed on the 
monetary policy question. Chairman Miller surprised me a little bit 
this morning. They have argued in their testimony several times that 
this is an important monetary policy tool, but yet there's an agreement 
to cut the reserve requirements down. We've got to think a little bit 
just what side they come out on as far as the monetary policy tool. 

Basically, we agree with the provisions of the bill. I think to the 
extent it would promote an effective monetary policy tool clearly is 
good for the financial system. Our reservations are pretty much 
oriented toward the question of control and the role of the Federal 
Home Ix>an Bank System. 

On the equity point, as somebody who has done a lot of work in the 
tax area, equity is a strange word. You're always for equity. I would 
submit, however, that when we start talking about whether this 
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bill will increase fairness, we need to look at such questions as in- 
creased power, relative powers, and even taxation questions as well. 
So I would iae a little cautious on the equity argument. It has a real 
nice ring, from the standpoint that everybody should pay the same, 
but we need to look at a broader perspective as to just what is equitable 
and what is not. 

The Ohatfman. If they are tJie same size institution and they are 
ctHi^wting in the same ^d of area, it seems to me they should be 
treated auke. 

Mr. Bi£DeBMAN. If they are competing in the same area, that's right. 

The Chahoun. Or with respect to what they are competing in. 

Let me ask another question. As Chairman Miller indicated, the 
Federal Keserve has suggested to Chairman Reuss that ^5 million in 
dwnand and savings deposits and $25 million in time deposits be 
exempted from universal reserve requirements. 

Now Chairman MUler said that only five thrift institutions would 
then be affected. I would assume that those five would not be greatly 
affected because their transactions balances are probably low. 

I'd like to get your reaction to that proposal. 

Mr. BixDSBUAN. Our figures indicate under the $5 million exemption 
there would be one SAJj affected. Whether that <»ie falls out under the 
^5 niillioa, I'm not sure. 

TbB f hTATHMA -w. He said five thrift institutions. He may be includ- 
ing others than S&Ls. He might be including mutual savings banks. 

Mr. BiEDESMAN. From our standpoint, we have to agree with that. 

The Chaikbcan. Well, I would like to get your reaction under those 
circumstances whether that Beuss proposal, we could put that into 
effect now or if you wanted to wait. Why wait if the effect is so limited 
and moderate! 

Mr. BiBDERMAN. Well, I guess it's a question of which comes first 
here. You're right in your observation that we're talking about a pretty 
snutU potato from the standpoint of the savings and loan associations. 

The Chahoian. At the same time, things are changing. 

Mr. BiEDEBMAN-. If indeed things are changing and we do see in- 
creased powers such as NOW account authority nationwide and check- 
ing accounts, perhaps they should be considered in tandem. 

The Chaihhan . Why not put into effect now and as ^ey change then 
you cat<^ the competition and put it on an equitable basis so every- 
body is treated alike ! 

Mr. BiEDERUAN. Well, that's a good suggestion. As I say, as long as 
things are progressing, we would certainly go along with that. Ulti- 
matdy we would like to see the question of ctmtrol in the Federal 
Home Loan Bank addressed also. 
The Chairhan. Senator Lugar. 

SeoiatoT LnGAR. Mr. Chairman, I was intrigued by Mr. LeMaistre's 
testimony starting where be says, as a matter of principle, whether to 
pay interest on reserves should not be an issue. Presently, failure to 
pay interest is tantamount to the imposition of a tax without calling 
it that. This, of course, gets to some of the dialog that has transpired 
as to whether if you were going to be equitable you would not simply 
impose a tax on banks per se or financial institutims, go about it in a 
straightforward manner as opposed to attempting te level out the cir- 
cum^ances that institutions find themselves in. 
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But then, ^ou point out, why not permit member banks to invest tlieir 
reserves in interest bearing securities. In fact, the percentage of assets 
held in cash would probably be reduced by only a few percenta^ 
points. The Federal Reserve could determine what kind of securitiee 
would be ehgible for this purpose based on considerations such as risk. 
It might even supply them from its own portfolio. This approadi 
would permit each hank to make its own choice and obviate the neces- 
sity of having the Federal Beserve establish a rate. Presently 36 Stat«8 
allow State nonmember banks to hold securities as part of their re- 
quired reserves in the form of U.S. Government securities. 

Now it seems to me this really gets to the heart of the mattw. If in 
fact we are attempting to provide through this legislation safety and 
security, which the idea of reserves implies, and a certain degree of 
equity with regard to member banks that have been holding reserree 
and, others that are about the same size that haven't been holding re- 
serves and, even more importantly, we should rely upon the good judg- 
ment and the management of the financial institutions to determine 
how they want to go about providing ^eir reserves, provided they do 
so withm the parameters of safety as the Federal Beserve has 
suggested. 

In other words, let the market system work to the maximum amount 
without imposing a tax which is going to be nonequitable on the face 
of it, as you let scnne come in and some come out and have some ex- 
emptions and what have you. Obviously, you have testified that you 
think tbis is a pretty good idea or at least raised some questions as to 
why we haven't considered it, but it clearly gets around the problem of 
universial reserves in lieu of tax. There is a universal principle here, 
that any financial institution would be providing some degree of re- 
serves for purposes of safety. If a financial institution could continue 
to do so and invest in Government bcrnds or some other security that 
met the Federal Reserve Board's strictures, thai it would earn incc»ne. 
Th^ are not dead reserves sitting around ui various places. 

Now this seems to me to be su(£ a good idea. Let me ask you, as an 
experienced man in Government, what is wrong with it ! Why would 
anybody oppose that idea i 

Mr. LeMaistre, Senator, I think I shoidd point out there is a body 
of thought that a reserve as such cannot be held in any kind of earn- 
ing instrumakt, that the only true reserve is something that is equiva- 
lent to cash. I must say most of the people who say mey are Federal 
Reserve economists, bub the truth of the matter is I think it is a good 
idea. I think it deserves consideration. The bank which chooses to us 
this method obviously would not put all of its reserves in interest bear- 
ing securities. As Mr. Connell mentioned a moment ago, there are cer- 
tain seasonal demands which require banks to have a great deal of 
liquidity either in cash or short-term securities which obviously earn 
less than the longer ones. So in that case they would tailor their port- 
folio in the reserve account to their own regional needs. 

So it seems to me that it's worth exj)loring and that's why I brought 
it up, because Congressman Stanton in his proposal asked the Fedto 
make a study and report on it and it seems to me this kind of study 
would be very useful to us. At first blush it looks good to me. 

Saiator LuQAS. Mr. LeKIaistre, are there any Federal Beserve econ- 
omista or others who believe that a reserve must be something other 
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than interest bearing, that problem or Uiat idea is somewhat tmdercut 
by the discussion we are having. In other words, it seems to me that 
clearlj Chairman Miller snd others are suggesting that in fact interest 
be paid on reserves. So that I appreciate tne fact that that may be one 
objection that would have been lain against your idea before, but 
clearly it's not one now. That's the nature of the argumrait we are hav- 
ing, now much the rate ought to be and where the incidence of t^ 
ought to fall. 

Chairman Proxmire has pointed out if the incidence falls in such a 
way that the Treasury simply loses $200, $300, $400, or $700 million a 
year transferred to bankers, then there are some objections to that idea. 
Clearly the idea you have is one in which apparraitly bankers are not 
obtaining any acLditional revenue from the Treasury via the Federal 
lieserve Board. They are taking the chance in the market of whatever 
rates of interest are available. As I say, I wanted to highlight this be- 
cause it just seems to me to be commonsense. I'm oppos^ to an idea of 
a tax under the guise of something else. I'm opposed to almost all ideas 
that move away from the market when we really do not need to do so at 
all. In ot^er words, it became simply a bureaucratic strategy to gain 
greater control, but before leaping at your testimony, I just simply 
wanted you to explain while you're here as a witness -moA the pros ana 
cons were of the thing. 

Mr. LrMaistre. As I say, I think it deserves study. I'm not saying 
it's the sole answer and I think it should be pointed out that in tnose 
States where reserves are held in interest bearing securities the ^itire 
reserve is very seldom held in that sort of way. As I understand it, they 
are usually rather small. M<M of it is cash or correspondent baknces 
or sometkmg of that sort. But even so, that is the banker's decision and 
I think he £ould he permitted to make that business decision for the 
best interest of his own institution. 

Senator Lttoab. Mr. Connell or Mr. Biederman, would you have a 
comment on this discussion i 

Mr. Connell, In comparing State reserve statutes to the Federal 
Reserve System, I think there is a distinction between a regulatory 
reserve set up under State law where the purpose of the reserve is to 
provide liquidity for periods of stress and so on as a safety matter, and 
a monetery reserve which is designed to remove money from the bank- 
ing system and there is, as Chairman L&Maistre indicated, a body of 
thought that if the reserves were kept in securities of some sort that 
the wility of the central bank to exercise its monetary policy functicm 
in a rational reserve concept is not achieved, and that^s the principle 
that's being questioned on this. Payment of interest on reserves, be- 
cause if the reserves can be reinvested and they do not result in the 
monetery policy objective of limiting Federal control, then it just 
doesn't work. So that's essentially the way I see it. I thought about this 
business of keepine reserves in securities, particularly wit^ respect to 
cre4it unions and that question arose, so I had to back off quite frankly. 

Senator Lugar. Let m6 just pursue it for a m<Mnent. Let^ say for pur- 
poses of monetary control as opposed to safety, I think that's an im- 
portant distinction, that the Federal Reserve Board decided the type 
that was required and therefore said through its guidelines what you 
Cfui do with your money as a banker — ^you must mvest x percenta^ 
more in Treasury bonds. Now isnt this a degree of monetery control in 
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which clearly you can't invest in aomething else, and yet at the eame 
time you have to establish a rate and deprive the taxpayers money 
circling bock to the Treasury and so forth ( 

Mr. Cornell. That's how it appeared to me at first and then the 
question arose whether in that process as the financial inatituti(Mis pur- 
(Uiase treasuries or whatever, whether they don't release moneys to be 
reloaned or reinvested elsewhere, and I guess the question realrr being 
that when the Federal Keserve withdraws the money into the Federal 
Reserve System it's sterilized for mMietary policy purposes and rein- 
vestment hut not so for — maybe not so if those reserves were kept in 
some money market instrument, treasuries, or whatever. I guess the 
question arose whether that could effectively sterilize reserves for 
monetary purposes and that there is a body of thought that it doesnt 
sterilize the money. 

Senator Lugap. Mr. Biederman, do you have any comment t 

Mr. CoNNELL. I don't understand it quite fnmkly indepth, but the 
question arose so we would recognize it. 

Mr. BiSDERHAN. The problem here is, using Federal Reserve num< 
hers, that you've got a situation where the banlcs are apparently b^ng 
taxed, if you will, some $650 million more money than they feel would 
be fair, given the return they would be ^tting on their services. The 
horn of the dilemma is do you address this by lowering the reserve re- 
quirements to make up this difference because you've got the reserve 
requirements down, and then reduce the monetary policy tools as a 
consequence, or do you explicitly, as you would price the service, pay 
interest, and take a market solution. I think I would tend to lean 
toward the direction of the market solution to the extent you d(Hit 
get into a price-fixing situation. 

On the other hand, and I can understand the chairman's viewpoints 
on this particular point, you get into the question of "are you providing 
some sort of windfall profit to the banks, would some banks be over- 
compensated, uid so on ?" There are two basic sides to this argument 
uid it becomes a matter of approach. Clearly you've got banks that 
are saying these services aren t worth it and we're getting out of t 



6 saying these services aren t worth it and we're getting out of the 
system that needs to be addressed in some way. 

Senator Luqar. Thank you. 

The Chairuan. I think Senator Lugar has characterized a very in- 
telligent question and one that bothers many people, but I think Mr. 
Connell gave a reasonably good anawer. If you do permit eveirybody — 
and I think to be fair you would have to permit the Chase Manhattan 
and National City and Bank of America to do the same thing — if you 
permit everybody to put their reserves in earning assets, the Treasury 
obligations, and there were no sterile reserves, then if the Fedenu 
Reserve wanted to act to reduce or increase in the money supply it 
would be impotent. They wouldn't be able to do it because just exactly 
as you say, if these funds went into Treasury bills, for example, 
Treasury bill interest rates would tend tjo fall. THien that would mean 
that more money would be available elsewhere and you wouldn't have 
an effective monetary policy. The notion that you shouldn't tax banks 
unfairly is a very good pomt. On the other hand, there is a windfall 
here — you know, banks alone are in a very, very advantageous position 
with respect to Federal taxes. They pay something like 16 percent of 
th^r net profit in taxes compared to over 32 or 33 percrait for other 
corporatimis on the average. 

n .J ii/j'- ■;■- V- it.n.i>,;n^ 
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So they do have that big advantage. They also are giyen a monetary 
power to create money that is unique ajid unusual. Furthermore, the 
proposal by both Chairman Keuss and Chairman Miller would mod- 
erate the effect on banks by greatly reducing the reserve requirements 
that they have to pay whether it s 6^ percent or 7 or 9 percent ; it 
would be leas than it is now for the big oanks, and zero for Banks with 
either $100 million or $50 million in deposits. So you would have a 
great benefit to the banks to begin wiui. You would also, because 
you would universalize reserve requirements, make it possible for 
mCHietary policy to work effectively with a lower level of reserves. 

It seems to me that's a reasonaJsIy equitable urproach. I don't meaa 
to put you in an wabarrassin^ positj<Hi, Mr. LeMaistre, but you seem to 
be the lone holdout today. I don't mean the loaa holdout. Obviously 
you have many, many supporters, but the witnesses this morning seem 
to dist^ree with you. 

Mr. LbMaistre. Mr. Chairmiuij I'm not holding out in the 3eaa& that 
I say there's no other way to do it, but I do think the matter deserves 
considerable study. It is worth taking the time to see whether there's 
any objection to universal requirements. 

The Chairman. I don't want to be unfair to you, but let me put 
it bluntly because sometimes when we get a little blunt we get a 
better give and take here. You say universaJ reserve requirements might 
cause a ma^ve influx into State member and and national ^st^ns 
and you say the supervisory authority of the Federal Reserve and tlie 
Comptroller of the Currency would erow substantially without the 
benefit of congressional consideration. Of course, this would also 
mean that the supervisory authority of the FDIC would diminish. 
Isn't that the real reason why the FDIC is against universal reserve 
requirements 9 It doesnt want to lose a part of its turf i 

Mr. LeMaibtrk. I'm not aware that that's the reason. It's not my 
reason. I'd have to say I'm not even sure that the FDIC needs to stay in 
supervisdon. Our primaiy purpose, of course, is somewhat like the 
Fed's, to make sure of a constant safe money supply, and my only 
reason for raising that point is that I don't think the dual banking 
system cim survive if hfdf the States drop out of bank supervision, fi 
just seems to me we have to make sure Uiat that doesn't nappen and 
whether we're the ones that are examining those State chartered in^- 
tutions or the Fed or the Comptroller doesn't really make a lot of dif- 
ference to me, but I don't thmk you can operate without the State 
system if you want to keep the benefits of the dual system. 

The Chairman. Mr. Biederman, how many savings and loan assoda- 
tions would be affected by the universal reserve requirement imposed 
by the bill this committee is now considering} 

Mr. BiEOERMAN. I think as I mentioned earlier, one. 

The Chairman. Now on that basis, how can you maJiUAin that uni- 
versal reserve requirem^tts should not be applied to savings and loan 
associations at this time! 

Mr. BiEi^EtUAN. I guess I get back to my earlier point. We are not 
opposed to tiw cwcept as long as we also address simultaneous the 
question of the increased powers from the standpoint of NOW nc- 
counts and checking accounts. 

The Chairman. I want to be sure I understand. Did you say if 
nationwide NOW accounts or s(»nething similar beomne authorized 
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for savings and loau associations you would then not oppoaa the 
reserve requirements f 

Mr. BiEDERMAN. That they ^ould be flddreesed at that time — tiie 
Bank Board has been on record in the past that they would support the 
ooncept of unireisal reserve requirements. 

The CsAmUAN. All right. Mr. Coimell, in your testimony you said 
that an undesirable effect of the decline of the Federal Keeerve member- 
ship is the return to the practice of pyramiding reserves of banks 
of mcreasiuff size in proximity to the money market. Member^p it- 
self is not me key to this, is it? Isn't thenoldine of reserves with 
either the Federal Beserve or a correspondent the clioice } 

Mr. CoNNELL. That's it and unc^er the present system of course where 
under State law a bank can hold its reserves with a correspondent and 
it receives from the correspondent the implicit service payment, they 
will then keep those reserves with the correspondent. As fewer bejiks 
are members of the Federal Reserve System, there's greater deporting 
in the money center banks as the correspondent left to do businessL For 
instance, in Connecticut, we had three or four medium-sized banks in 
the $300 million-plus cat^ory that had been active in correspoaduit 
banking withdraw from the system and th'a.t would leave tmly a hand- 
ful of banks in the correspondent system. So this trend, if it continues, 
and if the earnings pressure continues, we'd have more and more money 
moving in that fashion in correspondent balances to the money center 
banks and that is pretty much what happened in the late 1800s in 
terms of the correspondent banking and the problems with the pyra- 
miding phenomena. 

The Chaikuan. Are you arguing that the reserves be kept with the 
central bank} 

Mr, CoNNELL. Yes. 

The Chairman. Mr. LeMaistre, you indicated in your statement that 
economists reject the need for equal reserve requirements for members 
and nonmembers and particularly you cite the work by Dennis Star- 
leaf. Dr. Starleaf commented on the NOW account bill and he mai* 
tioned the results you cite but he said, "One is tempted to conclude fnun 
my study results that reserve requirements are not needed for money 
stock and control. However, at this time I'm unwilling to draw such a 
conclusion." He indicates a lack of nonmember data and lag of Teeerre 
requirements influenced his results and the pn^msition would be cm- 
sistent that the reserve requirements enhance mcmetaty control without 
these factors. 

Do the other studies you rely on take these factors into account 
and were they done bj^ monetary policy experts sudh as Dr. Starleaf f 

Mr. LeMaistre. I think so. I think that Prof. Robertson, Prof. Phil- 
lips and Carter Crolembe speak to those issues. 

The Chairman. If the Federal Reserve indicated that it needed 
data on deposits at credit unions, Mr. Connell, both Federal and State, 
on say a weekly basis, could you provide it? 

Mr. CoNNBLu Yes, we would. We could set up a weekly system, I 
diink we could set it up, particularly given the small number of credit 
unions involved in the proposal. 

The CHAniMAN. Mr. Biederman, the question of what constitutes 
a transaction account hasn't been resolved. Certainly, some savings 
aocouuts at both banks and thrifts can be used for transaction pur- 
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poses either directly or by telephone transfers and automatic transfers 
will add to t^e usefulness of savings account purposes. 

In your view, how should sayings accounts be treated, as transaction 
aocounts or time deposits i 

Mr. BiEDERUAN. I think they should be treated like time depodts. 

The Chairman. Without qualification? Would you explain why* 

Mr. BiBDGRMAN. Well, when you say treated, you mean under this 
current bill i 

The Chaikuan. That's right. 

Mr. BiEDERMAN. SavlngB deposits for thrift institutions should not, 
I don't believe, be included under any reserve requirements at this 
time. Maybe perhaps I misunderstood your question, but I do be- 
lieve tliat automatic transfer provision — that there ^ould be some 
sort of reserve requirements for that. 

The Chaibuan. How do you do that if it's not through an account? 

Mr. Bqjderman. How do you do what? 

The Chairman. How do you treat the savings accounts ! 

Mr. Budekhan. Currently ? 

The Chaieman. Yes. 

Mr. BiEDEBMAN. We have a liquidity requirement against savings 
accounts on short-term borrowing in the Federal Home Loan Ba^ 
System. It varies from 4 to 10 percent. It's a requirement that i to 10 
percent of savings plus short-term borrowing be held in certain 
short-term assets. 

The Cbaucmax. Let me ask Mr. Boberts, the committee's chief 
economist, to follow up on that. He has trouble with your answer. 

Mr, Roberts. I'm concerned about the treatment of the savings 
deposits that enter into the automatic transfer arrangement with de- 
mand deposits. How do you differentiate that type of savings deposit 
for transactional purposes, from other types of savings deposits? 

Mr. BiBDERUAN. Well, I tliink at this point it has to go throufi^ 
the authority in order to make the transfer. It has to deal with tiie 
authority that the transfer can in fact take place. In the case of 
savings and loan associations no such authority exists. 

The Chairman. Now, Mr. Connell, you mentioned that the com- 
mittee should consider changes in the selection and tenure of Reserve 
bank directors and Board members. What changes would you recom- 
mend ? Shouldn't the Federal Keserve bank presidents be made more 
accountable? 

Mr. Connell. Mr. Chairman, I go back about a year ago when I 
was testifying on S. 2298, when I suggested that the membership 
of both the Federal Reserve bank directorships be broadened to in- 
clude a greater cross-section of the community, including representa- 
tives of State government, and I think I will continue with that. 
Of course, with increased authority comes increased accountability 
and so I would think that the Congress should consider again the 
retainment and membership of the Board of Governors as well. I 
don't have any specific suggestions at this time but my main concern 
I think is with the local baJiks, particularly, that a broader cross- 
section of the community be included. Of course, as the Board impacts 
other intermediaries, then a system of communication has to be set 
up so that the impact on other intermediaries and the people that do 
business with them are considered also. 

Culizo-;y»^U".'Vll^ 
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The Chairman. Senator Lugar. 

Senator LnoAR. Mr. Chairman, staff has provided with certain 
information and just for the sake of argument let me cast these 
6gureE for you. I think Mr. McLean, the committee staff director, 
indicates that about $27 billion of sterile reserve accounts are in the 
Federal Keserve Board jurisdiction now and essentially it's from this 
money that the Federal Keserve Board makee some revenues that 
are then turned over to the Treasury. 

One of the problems of the dialog that I was having with Mr, 
LeMaistre — I supposed it would come down to the point if in faxt 
$27 billion of sterile reserves was substantially dissipated, as it 
might be — if member banks of all sizes, those now in and out and bo 
forth, make their investments on their own, maybe Mr. McLean 
indicates $4 or $5 billion might be left over for clearing of transac- 
tions or other technical reasons, but maybe $20 bUlion, maybe $22 
billion would disappear, which means that the Federal Reserve Board 
would then not be making money on that money and the Treasury 
would not receive that incinne. 

Chairman Proxmire mentions a fact which is important in the equa- 
tion; that is, that the banking system as a whole may not pay in 
terms of corporate taxes as high a rate as do some other Sttob. Than 
would be different situations. To the extent that a feirly hefty income 
tax is paid by banks, the question I suppose could be raised whether 
this new-found income of banks receiving on their own in Treasury 
securities would not lead to higher income which would in fact m 
taxed and money derived to the Treasurv in that respect. 

I raise all of this not to try to resolve it, but to indicate that I 
thinks we are onto an intriguing area in terms of the incidence of 
taxation and the benefits or the losses to the Treasury and in fact 
really who ought to be controlling the whole process. As I have ad- 
mitted, I'm intrigued by the thought that probably rather than hav- 
ing an arbitrary situation by the Federal Reserve Board, hanking 
s;(^ms would be healthier if the Federal Reserve Board set the 
parameters of what was illegible for reserves and let the banks 
make their own decisions even if it meant the Federal Reserve Board 
had $22 billion less to play around with in the process this is a very 
different sort of proposition from which we entered the discussion 
of this legislation and it leads me to believe that before proceeding 
very much further with the legislation we ought to begin taking 
■A look at how reserves and safety and monetary policy can in fact 
occur with the strengthening of free market decisionmaking as op- 
posed to taking for granted that sterile reserves per se are a good 
thing, unless we take the proposition that Federal securities are in- 
herently unsafe to the point that there is no portfolio parameter 
that is possible, which of course poses a whole set of different 
problems. 

Trying again on this basis, does anybody have a comment? Mr. 
Connoll. your eyei seemed to light up at the thought. 

Mr. CoNNELi,. Well, the tough balancing act is really the impact on 
the Treasury in terms of the loss of revenue versus the indirect tax 
benefit on the financial institutions that are membere or prospective 
members and that's I guera one policy argument. But the other, in 
teims of keeping reserves in money market instruments is being ques* 
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tioned as to its effect on the availability of the Federal Reserve to 
exercise monetary policy and I think I would want to feel very eeoare 
that the Federal Reserve could «chieve its monetary policy objectivea 
before I would recommend that the reserves be kept other than in the 
sterile form. 

I gueas it really comes down to the issue of equity in terms of Uie 
cost of membership and the big problem has been that years ago when 
interest rates were relatively low, when access to the discount window 
was an important business tool for the 1980's, times have changed 
and interest rates are high and the services are not providing the 
return comparatively speaking that are available in the marketplace 
and the market system has resulted really in erosion of the Federal 
Reserve membersiiip to the point where it's reached public policy 
concern to make the Federal Reserve Board request consideration by 
the Congress. 

Senator Lugar. But indeed the erosion problem as far as public 
poli<7, I think we got back to the chairman's thought that we're 
talking about an efficient payments system, safety and soundness and 
the ability to effect monetary policy — ^that these are objectives that 
we're trying to arrive at. Now Mr. LeMaistre has su|^;ested that mone- 
tary policy is much lees a consequence of having sterile reserves in 
large bulk at least as I see it — ^he suggests other reasons — ^but obvi- 
ou^y honest people can differ on what it takes to effect monetaiy 
policy. Maybe you need $27 bUlion. Maybe you need more than thidi 

{il'us a more umversal access to the attention of financial institntions, 
arge and small. 

Mr. CoNXELL. I guess, Senator, this is the place where Mr. LeMai- 
stre and I differ. I feel that the tools of the Federal Reserve to 
implement monetery policy have seriously eroded over the last 10 
years, aji^in rangini; from interest rate controls to the definitinn of 
money, to the developing of the securities market and so on. It's a 
T6IT complicated situation, hut it se^ns to be moving all against the 
Federal Reserve's ability to carry out its fundamentel purpose. 

Senator Jjuqajl I suppose the question then is raised as to how much 
more control is to be obtained through what appears to be a fairly 
narrow packaging of prices for services and the additional tmiversal 
reeervea requir^nents. Granted, there are all kinds of things going 
on in the world monetary markets as well as our own, the securities 
markets and what have you. 

Dr. Biederman, do you have any comments t 

Mr. BiEDERMAN. A couple comments on your taxation observations. 
I think you hit two points on the head here. There is a school of 
thought that says, "there would be no real windfall profit, that the 
burden of this extra cost is really on the savers and on the borrowers, 
it's been shifted forward, and if there was payment of interest on the 
reserves, then they would benefit." I'm a little suspicious of that 
arfnunent. 

I think, particularly, on the side of the savers, because of regula- 
tion Q ceilme, that one might have to contest whether, in fact, any 
burden is shifted here. As to whether taxes would go up in the case 
of commercial banks because earnings would go up, clearly they 
would. However, I wouldn't bet the family jewels on just how much, 
given t^e history of this thing in the past, and the tendency for com- 
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mercial banks, quite l^timatedy, to make objections to reducing their 
tax iHirdeoB. 

Senator Ltjgab. Well, you would hftve maybe a part of the argu- 
meat that surrounds it presently if you have a certam decree of liber- 
ation of opportunity of greater pursuit of enterprise and an expand- 
ing pie, but aside from that, of courw, there are many reasons why 
btmhs don't pay as high a levy on the Federal level which is because 
they invest in municipal securities. And so the question then, I sup- 
pose, is whether they ought to do that or not or it might be a good 
question now as to if that is a pretty healthy thing as to the status 
of local governments. 

Do you have any further c(Hnment, Mr. LeMaistre ! 

Mr. LbMaisisb. Senator, I would have to point out that banks pay 
about 16-percent rate on their inccane tax because the Congress decrees 
that's what they shall pay, and if you want to attack it to increase 
the income of the Treasury, then that seems to me is a proper place 
to do it. 

Senator Luoak. It's more equitable thing tiian trying to fool around 
with the universal requirements and ins and outs and this sojt of 
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nr. lisMAiErntE. I think a lot of people have the conception that 
banks pay a very low rate of income tax and I think that probably 
some of that is justified, but nobody ever considers what they forego 
on their reserves, income which might otherwise be taxable. 

Senator Lugar. So while we're involved in what amounts to sort 
of a truth in packaging and truth in lending or truth in pricing, we 
could get into a truth m taxing and see what the incidence is of the 
flow. 

The Chairkak. I don't want to hold my breath until the banks 
start to pay t^e same share as everybody else on their income. 

Mr. LeMaistre. I predict it would pass if you called it trutii in 
something. 

iSraiator Luoab. That may very well be. 

The Chairman. Thank you gentlemen very, very much. I think you 
bave been excellent witnesses and made a good record. Tomorrow we 
are going to hear from the State Bankers Association, the N^ew York 
Conmiissioner, American Bankers Association, the Independent 
Bimkers Assodation, a panel of three bankers representing ^nailer 
banks. 

The committee will stand recessed until 10 o'clock tomorrow mom- 
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liereupon, at 12 :25 p.m., the hearing was recessed, to be recon- 
vened at 10 ajQ., Tuesday, August 15, 1878.] 
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FEDERAL RESERVE REQUIREMENTS ACT OF 1978 



TUESDAY, AUanST 15, 1978 

U-S. Sbnatb, 

CoHHTTTEIi ON BANKING, HOUSINO, AND UbBAN AiTAIBS, 

Washington, D.G. 

The cominittee met at 10 a.m. in room 5302, Dirksen Senate Office 
Boilding, Senator William Proxmire (chairman of the conunittee), 
presidii^. 

Present : Senators Proxmire and Itiegle. 

The Chaihman. The committee will come to order. 

Today we continue hearing on matters related to reserve require- 
ments and affiliation with the Federal Reserve SysteuL 

Yesterday I indicated that I tend to favor the establishment of 
universal reserve requirements as a way to solve, in ajpennanent man- 
ner, the problems raised by the attrition of membersihip in the Federal 
Keserve. ITiat problem is basically a matter of having the Nation|a 
central bank in a position where all commercial banks and all deposi- 
tory institutions with transaction accounts above a certain size main- 
tain reserve requirements on the same basis, where all banks have 
access to the discount window, and where all depository institutions 
have acccess to payments services on the same ba^s. 

I am skeptical about interest on reserves. As a way to solve this 
prt^lem it would not be a permanent solution, but rather a giveaway 
of Treasury funds. The tendency over time would be for more and 
more interest to be paid at tlie expense of the Treasury and the public 
Moreover, this would increase the Federal deficit and, therefore, tend 
to increase the inflationary impa(^ of the Federal Government and, 
of course, it's always easy to solve our problems by spending more 
mmiey. It's an easy solution, but I think this indicates it's not £e pre- 
ferred solution. 

I would like to welcome our first witness, Muriel Siebert, banking' 
superint^ident of t^e State of New York. We are ddighted to see you 
again and go right ahead. 

STATEXENT OF HUEIEIi SXEBEBT, BANKIHO STTTESDITENDEin!, 
HEW TOBE STATE EAHEDTO DEFAETH^TT 

Ms. Siebert. I am Muriel Siebert, superintendent of banks of the 
State of New York. I am grateful for the opportunity to appear today 
before the Senate Committee on Banking, Hou^ng, and Umm Affairs 
on the subject of S. 8304. 

This bill addresses itself to tlie imposition of reserve requirements 
on transaction accounts, the payment of interest on reserves held in 
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. Federal reserve banks, and the imposition of charges for certtun serr- 
ices offered by the Federal Reserve banks. 

Let me speak briefly to each of these points. 

The bill would require the maintenance of iinifcm and universal 
reserve requirements on all transaction accounts held in all depository 
institutions where the transaction accounts total more than $5 million. 
This would encompass demand accounts at nonmember bajiks, chet^- 
ing or NOW accounts at thrifts, and ffhare drafts at credit unions. TTie 
F&ieral Reserve Board would have discrd^ion in setting the required 
reserve ratio within statutory boundaries of 7 to 22 percwit for demand 
accounts and 3 to 12 percent for other transac^ons accounts. Finally 
with respect to reserve ratios, the statutory range of reserve ratios on 
time and savings accounts for member bulks would be broadmed to 
reduce the minimum from the current 3 percent to' one-half of 1 
percent- 
Reserve requirements perform two important economic functions. 
The first is to assure a minimum level of liquidity at all deposit-taking 
institutions. This adds to the stability of mdividual institutions and 
of the financial intermediary system. I suspect that this was the mo- 
tivation for the reserve reouirement nrovisions of the New York bank- 
ing law which date back decades before the establishment of the Fed- 
eral Reserve System. It is also, I suspect, a part of the motivation for 
the presence of requirement provisions in the banking statutes of every 
State with the sole exception of Illinois. 

The liquidity function of reserves is a matter which prudent bank- 
era would see to on their own, and the statutory requirement is there- 
fore intended to protect against the excessively speculative. But the 
liquidity function of reserves clearly does not renuire that the re- 
serves he held in the form of liabilities of a Federal Reserve bank. And 
indeed almost all States permit their nonmember banks to hold re- 
serves in the form of deposits at other banks, and many States allow 
interest-bearing securities such as U.S. Grovemment obligations as 
eligible assets tor this purpose. I might add that English banks, which 
are subject to reserve requirements, are permitted to hold at least a 
portion of their reserves in the form of Government securities and 
other earning assets. 

Once reserves are established, competitive equality problems arise 
among various classes of financial institutiona Thus, when New York 
State-chartered thrifts received the new power to offer checking ac- 
counts in 1976, the banking department felt it appropriate to propose 
legislation requiring them to maintain reserves at nonmember bank 
levels. This legislation, by the way, has not yet been adopted. 

Moreover, the liquidity fimction of reserves can be fulfilled without 
requiring that reserve ratios be imiform in different areas or for dif- 
ferent classes of banking organizations. Indeed, the structure of bank 
regulations, including the Federal Reserve Act itself, has always rec- 
ognized different needs for reserves for city banks and country banks 
and for bia; banks and small banks. 

The flexibilitv of permitting reserve requirements suitable to the 
needs of individual financial systems, particularly for smaller and 
country banks, seems, from this perspective, preferable to a uniform 
national requirement. The bill before you already recognizes the need 
for some flexibility by per^ *" ' the Fed to set reserve requirements 
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within fairly broad ^atutory ran^. I think that the Congress would 
■ want to give Bome thought to giving explicit guidance to the Fed on 
the poasible desirability of taking regional and size characteristics 
of banks into account in setting specinc reserve requirements. 

The second important function of reserve requirements within our 
current economic structure is to facilitate the conduct of domestic 
monetary policy by the Federal Reserve System. 

I want to state at the outset that the conduct of monetary polii^ is 
not within the scope of responsibility of the New York State bulk- 
ing department. I am, however, aware that a number of acknowledged 
experts have questioned whether reserves are a necessary, or even a 
helpful, component of control over the money supply. Chairman 
LeMaistre of the FDIC, in his August 4 testimony before the House 
Committee on Banking, Finance, and Urban Affairs on similar legis- 
lative proposals, discussed in some! detail the studies of these experts. 
I am sure that your committee will hear testimony from many eco- 
nomists on this question. 

In preparation for my testimony I reviewed Uie reserve requirement 
practices of other major Western nations where New York banks oper- 
ate branches and which have substantial foreign branch operation in 
New York. My research revealed the interesting facts that Belgium 
and Switzerland do not have in place any reserve requirements at the 
moment, I am not aware of any substantial concern that the Belgians 
and the Swiss are unable to control their domestic money supplies. 

I would not, however, conclude from this that reserve requirements 
are unnecessary within the context of our institutional configuration 
in the United States. The issue, as I understand it, is that the Fed needs 
to have knowledge of the relationship between the volume of bank re- 
serves and the supply of money. This relationship is less stable and 
less well known in an environment where the money creation func- 
tion is carried out by a large number of different banks, subject to 
different reserve requirements, held in different forms, and reporting 
on their activities on different schedules. Posed this way, the issue is 
one of the Fed's access to accurate and timely information. I note that 
Congressman Heuss shares this perception of the problem. There may 
be less drastic and more democratic ways of resolving this issue than 
forcing all depository institutions to keep reserves essentially as if they 
were Fed members. 

I might add that this question is especially timely as we enter the 
era of automatic transfers from savings to checking accounts, for this 
program may cause a largef volume of consumer deposits to be main- 
tained as lower reserve savings as opposed to higher reserve checking 
balances. This will have the transitional effect of further blurring the 
Fed's command over monetary statistics, and the long-term effect of 
raising the money multiplier. So the issue of improving the Fed's con- 
trol over monetary data is a worthwhile topic for discussion. 

The second major item in the bill is the authorization of the Fed 
to pay interest on reserve balances maintained at Federal Reserve 
banks. I support this propisal both because it is reasonable on its face 
for banking organizations to have some return on these funds and be- 
cause it will reduce the current disparity between member and non- 
member hanks. 
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I note that there is some debate over what level of interest pay- 
ments the Fed should be required or permitted to make on reserve 
funds. The closer we get to uniform reserve requirements with re- 
serves to be held in the form of deposits at a Federal Reserve Bank the 
more the level of interest payments becomes an issue to be settled by 
debate rather than by competition in the marketplace. To the extent 
that reserves are held as correspondent bank balances, I think the 
competitive factors of the marketplace will give good guidance on a 
realistic rate of interest the Fed could pay. 

As a bank regulator responsible for thrifts as well as for commer- 
cial banks, I do want to emphasize that if a market rate of return on 
mandatory reserves is not forthcoming, that this will have a substan- 
tially more severe negative impact upon the thrifts than upon com- 
mercial banks. 

I mi^ht add at this point that some thought should be given to 
permitting explicit interest payment on interbank demand balances. 
The historic compensating balance method of paying for correspond- 
ent services could, I think, be improved by an unbundling approach 
similar to that contemplated for the Federal Reserve banks Dv this bill. 
I think further study of this question is warranted, especially in view 
of the concerns raised by recent events about the correspondent bank- 
ing^stem. 

The last part of S. 3304 would require the Federal Reserve, by 
July 1, 1979, to distribute for comment a set of pricing principles and 
a proposed schedide of fees for services offered by Federal Reserve 
banks, and, by July 1, 1980, to put into effect a schedule of fees for 
such services which is based upon those principles. 

I strongly endorse the concept of unbundling and charging appro- 
priate prices for the services the Federal Reserve bonks provide to 
commercial banking institutions. On the other hand, I recognize that 
this concept raises many and difficult questions. I therefore note with 
approval that the American Bankers A^ciation has decided to imder- 
take a major study of the potential impact upon the hanking indus- 
tr5[ of the Fed proposal, particularly this part on the unbundling of 
prices. 

The pricing proposal will impact differently upon different cate- 
gories of banking organizations. Correspraident bankers would prob- 
ably support a system of pricing Fed services which would enable 
tbem to compete more effectively with the Fed for provision of these 
services. There is certainly much to be said in support of having the 
Fed s^ fairly and state explicitly the prices charged for various serv- 
ices. This should strengthen competition and be braieficial to buyers 
and sellers of correspondent services, and it seems equitf^le where a 
governmental raitity is offering services in competition with the private 
sector. 

At the same time, I must say that I share the concerns expressed by 
Federal Reserve Governor Philip E. Coldwell, for the analler, rural 
banks' problems which might result from this pricing prtmosaL At 
present, the Fed subsidizes these banks by charging uiran less than 
cost for provision of services. This pricing propceaT mi^it result in 
the Fed ending this subsidy and charging tne small, rural banks at 
actual cost for these services. I, too, am eager to see the plans of the 
correspondent banks for providing services for the smaller, rural 
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banks. I think a hardheaded review of the American experiraice with 
the postal monopoly will pTYivide a valuable cautionary t^e as we enter 
the uncharted waters of explicit Fed pricing in competition with 
private clearing houses and correspondent banking institutions. 

We will need the time provided for in this biD to sort out these 
questions before a pricing system can be put in place. 

I hope that these comments will assist you in your deliberations on 
the reserve requirement and other Fed membership issues. I thank 
you again for affording me this opportunity to share these comments 
with you. 

The Chairman. Thank you very much, Superintendent Siebert. Tou 
have made a lot of very valuable and interesting points about reserve 
requirements and the Issue of universal reserve requirements proposed 
by the Federal Reserve, but you haven't indicated whether you favor 
universal requirements as an equitable way to solve once and for all 
Uw problems facing the Federal Reserve. That is, as we know, an ero- 
sion of their reserve base. That reserve base has implications for mone- 
tary policy control, for safety and soundness of the banking syst^a, 
and for the effident functioning of the payments mechanism. 

So where do you stand on that issue! Do you favor universal reserve 
requirements or do you oppose them and why i 

Ms. SiEBEBT. I believe that the States can set reserve requirements. 
We require reserves which are held as deposits, I don't think that they 
have to be held at the Fed in a non-interest-bearing form, I believe 
that we should permit interest-bearing certificates like Treasury bills. 

The Chairman, Well, the argument that Chairman Miller made yes- 
terday is this ought to be on an equitable basis. We ought to treat 
everybody alike. If the States have one reserve requirement system, 
either their reserve requirements are less or their reserve requirements 
permit banks to put their reserves in earning assets, it's unfeiir com- 
petition with the banks that are members of the Fed and have their 
reserves sterilized and get no return at all on ihem or have a higher 
reserve required. 

Why shouldn't institutions of equal size, engaged in the same busi- 
ness be treated equally ? 

Ms. SiEBEBT. Well, I think most of our larger banks are members of 
the Fed. It's tiie smaller ones that are pulling out of tJie system. 

The Chathhan. As you know, the problem of the smaller banks 
would be handled by both the Fed proposal and the chairman of the 
House Banking Committee's proposal, by simply exempting the de- 
posits — I think the Reuss proposal is to exempt the first $100 million. 
The Fed would, as I understand, demand deposits would have a similar 
exemption but would exempt $50 million, 

Mb. Siebert. I think if you exempt the first $60 million you're not 
going to hurt the smaller banks, I believe in New York State we have 
10 nonmember banks above that level. The largest is the Bank of 
Tokyo Trust which is a wholly owned New York State chartered 
bank. It is owned by the Bank of Tokyo, and I believe it is the largest 
bank in the country that is not subjected — the largest State-Chartered 
bulk — that is not subi'ected to Fed reserve requirements. 

The Chairman. Why wouldn't tbat meet your objection as far as 
the smaller banks are concerned and also the desirability of treating 
ocqnpetitors alike by having, as the Federal Reserve Board proposed, 

n .J ii/j'- ■;■- V- it.n.i>,;n^ 
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a uniforni level of reserves across Uie board with a uniform exempticm 
for the first $50 iiiillifm or so on deposits! 

Ms. SiEBEBrr. Well, $50 million, I could probably take. Although I 
would like to review the incentive which would be created for State- 
chartered banks with under $50 million in reservable liabilitiee to con- 
vert to nati(»ial charter ^ce they would thereby avoid all reserve 
requirements. I'd have to study the figures of the number of basks in 
our State. I think we have only 10 commercial banks over $50 million 
in deposits that are not members of the Fed. In our thrift institutions 
it's a different situaiton and the thrifts would be penalized because they 
are paying interest on deposits. They have no way to get public c^^ 
in the State of New York. Our thrift institutions are mutuals. They 
cannot go out and sell additional equity to the public. The credit uniMis 
increase their capital by retained earnings. So if we put a reserve re- 
quirement on the entire accounts for those credit unions that offer 
share drafts around the country you will be penalizing the earnings to 
institutions that cannot legally go out and sell additional shares. Th^ 
have no way to increase their capital base. In New York State, all of 
our savings banks — and we have about $80 billion of them — are all 
mutually owned and they cannot sell additional capital stock. 

The Chairmax. As you know, the Fed proposal would only cover 
the transaction accounts of the thrifts. It wouldn't be universal cov- 
erage. But I don't see any reason why they shouldn't be treated alike 
with respect to their transaction accounts. That's in oompetitiim witb 
the commercial banks. 

Ms. SiBB£BT. With the checking accounts, yes. 

The Chaibmatt. That's what they would propose. I would agree with 
yoQ that they shouldn't cover the other accounts, the time ana eavingn 
accounts, 

Ms. SiEBERT. When they go into th.6 credit unions which offer share 
drafts, I believe they are suggesting that the entire account be inclnded 
because the share draft is against the raitire account. 

The Chaibman. The share draft would have the same exemptimi I 
understand. They wouldn't include it 

In your testimony you say Belgium and Switzerland do not have in 
place any reserve requirements at the moment. I note that in 
tx>th countries the central bank has the ability, if they wish to do ao, to 
apply mandatory reserve requirements on all banks. 

Co you know of any curtral bank in any country uiywhere that 
doesn't have the ability to apply mandatory universal reserve require- 
ments except the Federal Keserve in the United States ! 

Ms. SrBBERT. I do. not know of any. Wait until I ask my counsel, 
please. He doesn't know of any either. 

The Chaikuan. So that the expeiience of other CMitral banks is that 
th^ all have at least the authority to do so and the power to do so. 

Last year this cMnmittee held hearings on both correspondent bank- 
ing and the rt^e of the Federal Reserve in the paymraits mechaniun. 
At that time I said I favor allowing payment of interest on interbank 
correspondent balances and unbundling of services. Do you t^ink this 
should be permitted separately from a resolution of the issue of inter- 
est paymuit cm all demand deposits ? 
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Ms. SnsEBT. Yes; I think timt the services should be unbundled. I 
had occasion to stud^ some of the reports of our major money market 
banks, s<Hne of the internal reports we get through our examination 
procees, and I think the pricing should oe separate so that they can 
charee and be paid accurately and that the correspondent banl^, the 
smaller bulks ttiat use correspondents, have the ability to go out and 
shop. 

"Ale Chairbian. I think so, too. I think this would add an element 
of competition and efficiency. It has served our country very well and 
I think we ought to apply it here. Intere^ payments on demand de- 
posits are now, as you know, prohibited by law anil have been for some 
years, yet many banks allow both their correspondent bank and cor- 
porate customers an earnings credit on their demand balances. Are you 
familiar with these practices and do you think they are a violation of 
the prohibition a^inst interest payments on demand deposits^ 

Ms. SiEBERT. We haven't seen any in our examination reports. I 
think it would have been called to my attention pretty fast. 

The Chaibiun. Earning credit oa demand oalances, you aren't 
familiar with that? 

Ms. SiEDERT. I can look into it, but I have not seen it. 

The CsAmHAN. We'd appreciate it if you would look into it because 
we understand that has been in practice. Of course. New York being 
such a big State and so particularly important in banking, if you 
havent seen any there it's very significant I think. 

Well, I want to thank you very much, Ms. Siebert, for your excel- 
lent testimony. We appreciate it. 

Ms. SiEBEHT. Thank you. 

The Chaibman. I'd like to ask a panel of John H. Perkins, prera- 
dent, Continental Illinois N^ational Bank and Trust Company, Chi- 
cago, HI., and president-elect of the American Bankers Association; 
and Thomas F. Bolger, president, McHenry State Bank, McHenry, 
H!., and second vice president, Independent Bankers Association of 
America to come forward. This is kind of an "Illinois day. Up in Mil- 
waukee we have a State fair for Wisconan and we have an "Illinois" 
day at the State fair. So this is "Illinois" day at the Senate Banking 
Committee. 

We are delighted to have you. We have three other witnesses follow- 
ing you, so we would appreciate it if you could ccmfine your remarks, if 
possible, to 10 minutes or as close to ihat as you can. For your 
guidance we are going to flick on the light over there. It will be green 
for 9 minutes, then yellow for 1 minute, and red means that's it, 

STATEMENT OP 70HN H. 7ESKIN8, FRESISEirr, C0BTI5ENTAI 
nxniOIS NATIONAL BANX AND TBTTSI COKPANT, CEICAGO, IIX., 
AND FBESIDENT-ELECT, AHEBICAN BANEEBS ASSOCIATION, AC- 
COHFANIED BY CHAXLES F. HAYWOOD, FSOFESSOB OF ECONOK- 
ICS, UNIVEBSTTY OF EENTirCKV 

[Complete statement follows:] 
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OialiBui FiexBlK* , 4nd Baiten ol Um Ce— ltf«, t ta John n. Paiklna, 
Pr*«UMIt of tlM ConclsHital Illlnsii Rsclonal tank ud Truac Co^uy of Qiica- 
ga, and ?naiil*Dt--El«et of th* AaaTieu B*nk«r« Aa*ocl«EiOD. a trad* ii»aa- 
clacion whoa* aaBbai-ahlp inciuda* Bora than 92 paE cant of ttM natioa'a 
14,3a3 full-aarvlca baalca. JteoD^anylag aa la Oiailaa F. Baywood, Profaaaor 
of Beonoaica at til* Onlvacaltir of Kantueky and eonaultaoE te oui kaanclacioii. 
va aia dalighead to ba h«r* tad^ to taatify on tha Ufwrtaot pnpoaala 
bafsra youE coaatlttaa. Ttaara axa faw tbaolttta eartalntlaa ta any of tba azgu- 
■anta pro and con to tha propoaali for changa- All of ua axa haTing to apaco- 
lata about Living in a Fadaral Raaarva oparating anTlronoant Bona hav* aaparl- 
anevd. Hfia firat quaatlon for cronaidarAtlan ahbuld not bai Bow do va aatntaln 
a nlativaly high lanl of aa^anhip in tha Fadatal Raaarva syataa? Hathar, 
Boca fundaaantal objaccina ahould ba elaaily atatad. Our Aaaoclatioo ballavaa 
tbaaa oblactlvaa aca pacaaounti 



— lO anhanca tha af flclancy of tba 

— lO alialnata aibltraiy foraa of diacriainatian agalsat particular 
Cypaa of financial inatitutiona vhich inhibit tha dallvacy of 
banking aarvicaa at laaat poaatbla coat. 

S.31M i* a conatEuctiva attaq?t to daal with tha firat two eoneana, 

although wa do hava aoaia dlaaqtaaaanta with pacific aapacta of thla ptt^oaal. 

Ouz tliird concam la baraly addraaaad in tha pzopoaal. niara appaara/ in facti 

to ba an attanvt Co joatlfy diaerlainatloB againat BadluB-aliad and largar 

banka on tba ground* that thay ara not laarlng cha Fadaral Raaarra aa fraiiDantly 



■an if thia ia accaptad aa valid at tba 
nt, it will not ba valid In tba tutura a* aoE* and aora banka axaaio* t 
a of aaabarahip. Thara alao appaara to ba a ballaf that auch diacriaini 
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will Bd,UB»t» TroMuey ivvmaa loilss. Tha t±at notion 1* (i^ly unfair, and, 
u H« (hall diiciui baloH, Cba second Is probably IncocEacE. 

In discuailnq lagislaclva and ngulatozy pxopoaals, Ch* ^lollcyoaking 

bodia* o( tha itnaElcan BankaE* Association atteBpt Co disclplina thalr tMnking 

tv asking four iluastianai 

— HIU tlM pEopo*«l anbanca tlia broad con^Mtltlvs anrlioniianC? 

— Is ttM piopesal conslstaot with national asononlc and social priorlciasT 

— Doas tha pcopcsal acbisva or iuint«ln squsl conpatitiTS ground rulas 

pcevLda opporcunl^ for casipatltiva financial Inttitutiens to --'"'■-'" 
TlablliCy and profitability ragardlass of sl»7 

tto balls va thaaa quastions should ba askad of all banking legislation. 

An attaelmant to tbla tastlaony atteipta to provide ansvers to the questions as 

Eai«ad in 9.3304 for torn tlaa. Tbe fellawlDg ItBH have been sulalttad to this 
Comittea on previous occasion* and should prove useful in your discoasian* of 
this proposal. 

tha Senate Comittee on Banking, Housing, and Urban Affairs, on June 21, 1977. 
nils taatlKiny discusses KM accounts, tha Federal Beserve's neiAership problsa, 
and S'lG6fi, our Asaociatlon ' s legislative proposal to deal with these issuea- 

21 ABA testluiv before the Senate Cosnittea on Banking, Boualaq, aod 
[Tzban Affairs, on October II, 1977, an tha Eola of tha redazal Raaarve in pro- 
viding p^aent* service* - 

3) A latter frca ABA to Senator Rldurd Lugar dated Hcveinbai 4, 19TT, 
diacnialng tha extent to vhlch required reserves sight ba reduced fee federal 
Raserva naabar banks without inpalEinq tha atfactlvanaaa of nonetary policy. 



bvGooglc 



tuv* alio atCAChwl to th* tastivony u outlina of a raBsarch p 
Hill imdactik* to dstarmin* tha lapact of prlolng af p*4*ral II 
on tha atxuctura of tha banking Industry* Ttiia ootlljia vaa p 
t (or piopoaala that «•■ aant Eo Tariooa eonmlttng tiam. Ha 



The Central Banfc azid Ita Hanaganant of Honatary Polley 
The need for nandatory universal reaarve requlraBwits on tcanaaction 

■onatary policy hu not bean daannitratHl. tta oEPoaa thia proposal as nnjnatttlad 

nie Fed has proposed universal reaerra raquiraaants on t 

thaless, it should ba noted that tha Fsdacal Reaerva does not hava imivarsal 
avpport foi It* view that rassrva raijuiraaanta are ■ naeaaaai? tool foE aonatair 
policy. It is our view that zeserre raqulrananta for existing ?ed "^f *^r iMAlu 
could be significantly lowered, and tha Danbership burden oonocadtaBtly raliavedf 
without any ligniflcant dislnution of the fed's ability to conduct ■soetaz]' 
policy. To achieve this within a framewoEk in >4iich the Fed Eetalns "■■<—" 
flexibility to use reserve rsqulr»Aenta for Bonetary policy pozpoBea, ■• propoaa 
that existing statutory BiniJBUip reserve requireisents be eliiiinated. Our views 
on this point are aaplified in the aforementioned letter to Senator Lugar. 

[squirenents af tha Federal saaerve is declining. The decline o( Federal Saaerve 
meaiberBhip la only one factor accounting (or thia. Another is the increasing 
proportion of transaction accounts that are held outside the banking indusEry. 
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cui caua* odditloiial InaEiblliEy io tha monay simply u dapoiit oharai of 
theflc different cacegoriea of institutions change and money EIowh aniang then- 
But acDnoBiita in tha banking industry balian a much greater source of 
instability i> tha gradiuCad lavali of raaerv* reiiuicaBenCs aoong banks who 
aia alraady nanbaia of tlia Fad. Bllnlnation of these diffacancai would ba 
■ aljolflcanCly graatai eontrlbutlOB to nonatary atabillty — and an act at 
aii^la faixnaas to thi inatitutloaa tnvolved- 

As alraady stated, na baliava raduetion in Eeiana caciuiEBments shuuld 
probably be the preferred nethod uaad to alleviate tha currant manberihtp burdan. 
Hovever, it it Is ateiniataEsd fairly, n do suppoct propaaals calling foe the 

Llaiting tha paymanE of interest on ceservaa to revenuaa ceeaivad frca 
tba pricing of aerTicea would not alleTiets the Fed's Bsnbacatilp profalaa. 
'Prae' aecvlce* lacaivad by scober banks now aze only a vecy liiaited offaat to 
tha axcaaalva burden of leaacve requiieBanti. If pcices dialed by the Pad 
ai^EOxiiBate Che value of service* raealvsd, and intaraat paid is liaitad to 
ravenues raceivad from pricing, tha ■■cSBSive burden of caaarva raquiiaaanta 
Hill not ba aliainated. The Fed could than try to alleviate its nmbershlp 
pEtAlea by raising its prices in hopes of increasing the revanua it ha* available 
to pay intarest. But if its custoaer* ware price lensitiva and loekad for 
other providers of peynents servicaa, this probably would not work. 

Tha gathering of additional infonaation fees non'oaobar institutions, ha* OUI 
support, provided the data are needed for nonetary policy puipoaas and pri^ier 

adhaiad to. In partic--^ ar, tha data gathering should be dona in 
: BinlBixe* tb* rep cden placed on those 
intion should be gi realistic analysis o 



byGoogIc 



While w« do not >9M* Hltli all of tha ^«ciflcs oC the vailous proposals 
to solve the Ped's nsaberBhip pcoblsBr ve continue to believe that, Eor the 
foreseeahle future^ a strong nkflsibership base is very iJC>ortant to the developeient 
at sucCBSSful ODnetaiy policy end tupport Cor It. The prablen Is lugent and 

agenda of bank board EHetings all acuas the country. A* Chalraan Millai cacantly 

as Secretary Blupenthal pointed out in bearings last year on 5.16G4 and 3,1660 
vhich dealt ifith the BeBbership problsBr the longer Che problen continues, the 
Bore benXs will withdraw froa the ayatH and Treasury ravanuaa frtx that aource 
will decline anyway. LUilting the options avallahla to relieve the Benbershlp 
burden because of concern over current Treasury revenues oould be eenny-wise 

the Fed since 19T0 reduced Federal Reserve paynents to the Treasury in 1977 by 
nearly SIOO nillion froai what thay otharwiaa would have bean. The pioblea la 
long run. It is sCructural. It la continolng. knd it should be solved. 

Enhancement of the Efficiency of the Paynents Svatea 



e problem of detexvinlng proper cost alloc 
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clw relsvant data. 

Tha provision o£ paynantB lervlcea is the inain banking sE^a in irtilch tha 
Ffld conpetQs diractlv vith tha pcivaCa banlcing aysten- Vet with 12 raglonal 
banXfl, aa^ having several branches i^ich serva prijiarily as operations centers 
the Fad alnadj has • nationwide •ystsB of operations cancers in placa. Thaca 
is no way a lingle bank can natch this e^aMllty undac the eunent banking 
■trucEiue- Thi* laBkes accurate conparisoni of tha public and private clearing 

The proposal to lintt paynent of interaat on reservea to revenue received 



ship burden- Under such a aysteii, tha Fed nl^t attenpt to beconte nore aggresslv* 
in providing new services in an attenpt to ralae pricing revenue so aa to be 
able to alleviate nore of Che Bsnberahlp burden. Utemativaly, if It believed 
its ciwtoMn vera prlce-eluElc it could, to tha axtenC Congress and Its 
auditors pemlt it, undercut the private sector In an atCaiipt to raise its 
revenues In order te pay Bora iatareat on reaervsa and aehlave a greater alla- 
viatlon of its msnbarsbip bmdeii- Hslthai of ttaaae casponsas would enhanea the 
efficiency of the paynants systeB, and It Is not clear that either of the* 
could evac enable tha Fad to achieve an effective eliolnation of its BHibecshlp 



t dismayed by tha Fadaral Ssiarve's ee^Hnt that if onivarsal 
rasarva taijuitaasnts w«ca anaecad tha Board noold h«va to raevaluate Its pro^raB 
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to raduca th* csac bucdan ot isqullad Euarvai, aad prlca tta (arvlcaa. Ha 

ballava ttt» Fad ihould raduca tlM co*t buidan of caaaiva* tad prlca Itt •acvicaa, 

caaardlaai ot ch* aCEuctuEa at raaacva caqulEaa^nt* ascia daposltoi; liutltuClon* ■ 

Suc^ ■ pro-am, If pmpaEly conauuctad, nould fcaatly aobanea th« aftlciancy 

of tha paymanEi ayataa Hitluut lignificantly diainiahlng iti ability to conduct 

monataxy policy. 

It la oui ballaf that an afflclent payaant* qrataa Hill ba oaintaiaad only 

If Chura la a acioDg, haalthy, BackaC-srlantad, prlvata-aactoE altacnatlTa to 

paynaata aaivlcaa pcoridad by tha Fad. To Inauza thla. oa muld pi^OM tue nlaa 

to ufalch tha Fadaial Haaarra ahould ba bound In aatting It* prlcaai 

1. Fad prices should not ba laaa than fully allocatad coata, iDCladlng 
all lueoa s( ceat tueh aa rant, depreciation, nanagement and oparatliiq 

vbac tba prlvata aactor muld 
Although thaaa itandarda wHiId ba difficult to anfOECa. thay ax* not Biieiulll 

dona In a fail and iiqiartial aannai:. tha afflclancy of tha payaanta ayataa Hill 
ba graatly anhaocad. One teatlaony on this aubjact bafora youi Covdttaa on 
Octobar 11, 1977, alabOKataa on thla v1*h. Thaaa atandarda will alao taauia tiM 
axlatanca of a vlabla private aactoc altarnativa foE tha uaaca of payaanta 
aatvicas, tharaby anforclag oafliaE dlacipllna and allovlng tor ata»lji™ inaoratlOD. 

Bacauaa of tha Fad'a rola aa a goTamBant sgancy ulth pilvllasaa accocdad 
to no pcivata inatltutiona, and tha conceptual and practical diffienltiaa in 
aatting a prica for Ita aarvicaa, attention ahould alao ba paid to tAat aarricaa 
ahould ba prorldad by the fad a* vail aa tha price that ahould ba paid for thaa. 
only lAan thla la daaxly agraad «ob aod undaratood by tba Fad, tha congraaa, 
and tha private aactor, can a fair and aanaihla balance ba achlavad batoaan tha 
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Padaial Rasaivg ud the prlvau laccar as providars of payaanta ••cvicai. 

Wfbtcrarv OlierliDinatlen Mcnq financial Inatltuttom 
Chalmui HlllaE h** racognliad t)M coDpatitiTg inwiuity In ths caisiva 
Eaqulcaaanu auuecnra of mubar and non-naiibar InitlEaclana . Bowavac, iiMquitla* 
■hlch ara ]a*t *■ bamful axlat in eba raaarva laquicananta atructura foe axlatlng 
m^tac banks. In hla taatlnonl' on this pioblan bafara tha Bouaa Banking Co^iltcaa 
Oiaiman Millar itatad tliac hli proposal for univarsal raiarva raquiramanca 
Kuld not incvaaaa ragulatory burdana on non-naifcar banks ' This stat4Bant naglaccs 
an l^ortsnt part of tba pictura. Kany banks alact to taava a stata diartsr and 
to b* Pon-aa»itars pnraly to avoid tba axcasslva buxdana of tba Fad's rasam 
raqulraiaanta — not baeausa tbay dlilika tba ragulatory adBlnlatration of tba Ccop- 
trollar oC tba Cmirancy or tha fad. Should uoivarml rasarva raqoiraaiaiita ba 
•naetad, tba ultinata valua of uny atata bank ehartsca muld ba aobatantially 
-*<-'—'->—* and aany banks irauld oval tiaa opt to join tba Fad aa a oatlsoal bank. 
Rathsr than substantially cbanga tba ralatlva valna of stata and natioosl bank 

accoonta to all fadarally cbartarad dapoaitory Institutions, snd to tbosa stata 
Aartarad Inatltutlona that alact to join tha fadaral ftasarra, or tba Fadaral 
Hoaa Loan Bank Board. Itil* proposal was aada by our Association In S. 16«S, 
in taatlaony bafora your eomittaa last yaar. Thia alcamatlva prasarvas 
tha ralatlva valua of atats and national bank chartars In Una with our 
Fadaral syst^- tt axtanda tba dual banking concept, as It ta known in tba 
banking lnAiati7 today, to thrift institutions as thay ixmt Into tba payaanta 

Liaitation on total interaat that aay ba paid on raaarvea DBoaeassarily 
raatilcts ths Fsd's (^tions. Ha caution tha tiwlttae to be sore that any sneh 
liaitation Is raaliatic, and doai not auaaalnly ha^ar tha Fad in its attHpt 
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to ftfCactively relivw its nanb^Tahip burden. Setting ■ lover intereet eeilljx^ 
on required reteivee over $25 Billion is discrtjglnatoiy end ve of^ose it. Setting 
the Duuiumim rates thit con be paid fer bslaw the BerliaE is also ofaTloualy 

tute ui unnecffsezy subaidy to lerger benke. He dis&gree uitb both pointi. 

Reserve rsquizeoenta are e tool o£ DDnetaiy policy. If they ere to be 
viewed ■• pert of EbB Internal Rsnoue ten collection systeai, they should be 
considered in that context. The quaation of the ia^act at reaarve requirenent* 
on Treasury receipts ts a very coaqi^ax aubjact. It d^enda overall on the laval 

goals. Many other factors enter the picture, end have an iipact on these goala. 
In the final anelyaia. the Federal Reaarve can control tha level of syatMi 
rssarvas through open iiarkaE operation. 

Table 1 at the end of our teatinony ccn^wias Fadafal Raiarve payaenta to 
Eha Federel Treasury with totel Fadaral budget receipts in selected yeara. 

by Federal peyisanta to the Treasury rose over two hundred and forty par cant. 
Tha contribution of starile neoiber ban)cs reserves to Federal Iteierve serningi 

constitutes e significant proportion of the total earnings- The prcportion 
nay have declined soiaewhat because of tha lowating of casarva requlreiBents since 

contribution of sterile neiober benk rasecvaa Eo fadaral budgat cacaipta has more 
than doubled aince 1957. 

Treasury' have on occasion, pointed Eo tha lew affactiva tax rata paid by ban]ca. 
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tiiUly lalow Eh« BtHtuto 



their fuDd«. Tb9 nost inportunt flxaiii)!? of this is the tax uunptioa on Buni- 
cipBl baEbda—ui exaction that haa, for a long tiata, baan baaie to avx conati- 
tutional ayit^. In raspondin; Co tha ohjectivaa of thia aia^il rmi. banks fora^o A 
substantially hi^wr locoiis they nigbt aam on taxobla ascuiitiaa. and ochar 

exampls is tha Innataant tax eisdit. an ineaativ* qwcifically anactad lace 

or against banlcs aa Institutiona vis-a-vis thalr eeapatltora. 

Also, daclinas in Federal Raaarve paysants to tha Traasury because o£ 
reduced reserve requlreneats could easily be mitigated by a gradual phase-in 
o£ tha progran to relieve the neabership burden. Of couraa, this vould nean 

ship burden. HavarthalBBfij knowledge that positive steps are taJcen to relieve 



b systaas supply funds to the "central buik" and in 
funds supplied. Table 2 provides estioates of this 
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an Iqiutad ntum from tha coit sf Fadaral Rasarra larTicai. For 

institueioni in tha Fadacal Eloiia Loan Binli 3y«t«i tha ratum 1« 4.3 *. 

t Icon tha Fad'i lurplua Co tha Tiauuzy, u propaiad by tha Fad, tha 
'■luplua* doal not npraiant Idla cuh ai cuEzant aaxnlnga but aazaly ui aecoiintia 
•Dtiy that acliaa bacauaa put aarning* Ccca tha lua ol caquliad naarras oc tb* 
pcavlilon of coin and cucrency have baan catalnad and invaatad in ochar aaaata. 

In aUBBiacy. wa baliava tba eunant diicriaiaatory upacta of cha raiarra 
requiraDenta atcuctura afa unfair and unnacaaaary. Ha oppoaa tha coaipouading 
of thi* problen by udditional diaerlnination in tha iatazaat cata paid on 
isaerras. Tha an^haali baing put on tha calationahip bat«*«B traaauEy r 
and tha nanbacship bucden in oiaplaead and. In eba long run. Hill b 
to both the Fed and tha Traaauzy. Tha affieiancy at tha paynanta ayitaa Kuld 
ba greatly enhanced by aipilcit pricing of Fadaral Baaarva aarvicaa in a aannac 
that racognizaa the congtiuctiva and innovative role played by tha private 
aector in tha provision of payments aervices. Such e:^liclE pricing mat ba 
aceenpaniad by an affective alleviation of the Federal Raserve'a neidiarihlp 
problea- Tha meat pronliing way to do this la to reduce ceaerva raquiraaanta . 
He also aunwti: fair and iiqiartial mathoda of allowing banks Co aam intaraat 
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1 im*lit ftoa th* ptoponH 



nlii uii diUnith tlwlr (bltltr Co ><rv< thalr ciuIomti. CiutOMD of builii 
mt mchlavKl a (ifnificuit tgllif fnu th« iHiAerihlp burdm mvld b«neflt. 
h«TS would not- Thv proposed IlMicatlon of 
celved fro» priclni Hould probilily dlalnlih th* .fficiency of the piyMntl »; 



Will the oroooial onbmet the h 
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th* tttUimty of th* p: 
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by exnpting tht 



flnt B mUUdb af tmiactloB accouati tnm ntaiv* T«|uinanti . 
H rauon to l^iox uUitloiul bUTdaai on lugar taoB-anb*t 
itivi Inequlilu Huld bt eDcnc(*il ^ iMtlni t*t*m r*quin- 
I iccounci It lum-buik ttpmltOTf laitlcutlw). Til* pTopoial 
igilnii Hdlun-ilisd uid Ivger Initltutloni sn th< ptyant of Imans: 
(ubltinltU laaquiilu In ch* >iiicliig mnv* nqulnanu 
:ontinu«d- Our cmlivny >uu«3t5 soat^iqul tibia wBrt to 
Cflcult liiuai. 
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The Chadiman. Thank you very much, Mr. Perkins. 
Mr. Bolger. 

STATEMENT OF THOIUS F. BOLOER, PBESZDEBT, HoHEHBY STATE 
BAJTK, UcEEHBT, ILL., ASH SECOHS VICE FBESIDEirE, ISSB- 
FEKSEZIT BANKEES ASSOCIATIOH OF AMERICA, ACCOMFABIED 
BT BICHARB PETERSON, CONSULTANT 

Mr. BoLOBR. Mr. Chairman, my name ie ThtHnas Bolf^r. I am second 
vice president of the Indepeoident Bankers Association of America, 
and president of the McHenry State Bank, McHenry, 111. 

I appreciate the opportunity to appear before this committee on be- 
half of the 7,300 members of IBAA to present our views on the propos- 
als relating to the payment of interest on reserves held by the Federal 
Reserve banks and the explicit pricing of Federal Kc^rve System 
services. 

IBAA is comprised of a large number of relatively small community 
bonks. More than 80 percent of our banks have aseets of $25 million 
or less and over two-thirds are located in towns of under 6,000 popula- 
tion. Most of our members are found in the middle third of the country 
ccHnprising the major agricultural States, consequently our banks are 
dee^y involved in meeting the credit needs of agriculture, small bu^- 
ness, rural housing, and the consumer. In 1976, for example, commer- 
cial banks with assets of $25 million or less supplied almost half the 
credit extended to agriculture by all of the Nation's commercial banks. 
Thus, by supplying a major share of bank credit to rural communities, 
our banks make a considerably larger contribution to the Nation's eco- 
nomic well-being than their size and share of conmtercial banking as- 
sets might suggest. 

We appreciate the opportunity to testify on the proposed legislation 
to enable the Federal Reserve Board to pay interest on reserves held 
at Federal Reserve banks and to sanction the payment of explicit 
charges rendered depository institutions by the Federal Reserve Sys- 
tem. However, I should point out that the constraints imposed by the 
timing of these hearings; has limited our ability to assess fully the ef- 
fectiveness of these proposals, in conjunction with the numerous pro- 
posals daily appearing in the House, in stemming the attrition of Fed- 
eral Reserve System membership and their impact on the bonks cfflu- 
prising our membership. 

We share the concern of the Federal Reserve Board's chairman that 
attrition of both banks and deposits of membership in the Federal Re- 
serve System has accelerated in recent years and that the failure to 
halt membership attrition may have severe implications for the ability 
of the Federal Reserve Board to conduct monetary policy. However, 
we are not persuaded that legislative remedies proposed by the Fed- 
eral Reserve Board will provide the necessary inducements to attract 
nonmembers to join the Federal Reserve System or persuade members 
to remain in the system. 

Let me turn, then, to the specifics of the l^;islation being considered 
by this committee. Title I would amend the Federal reserve Act to pro- 
vide for the maintenance of reserves a^inst transaction accounts in 
Federal Reserve banks by all federally msured depository institutions. 
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It is, in effect, a mandatory universal reeerres statute requiring com- 
mercial banks, mntual savinj^ banks, savings and loan associations, 
and credit unions to maintain reserves at Federal Reserve banks 
against demand deposits and all other transaction accomits. The bill 
would exempt from the reserve requirements, subject to such rules and 
regulations as may be adopted by the Board, the first $5 million of 
transaction acounts of a depositonr institution. Reserves meeting the 
statute's requirements are to be in the form of balances in the Federal 
Reserve bank of which it is a member or at which it maintains an ac- 
comit ; or balances maintained by a nonmember depository institution 
in a member bank or in a Federal home loan bank maintaining such 
funds in the form of balances in a Federal Reserve bank of which it is 
a member or at which it maintains on 'ftccoimt. 

IBAA has IfHig been opposed to legislation which would make it 
mandatory for aU banks to maintain reserves in the Federal Reserve 
System. Although national banks comprise about 27 percent of IB AA's 
membership, 73 percent are State chartered banks, of which a small mi- 
nority are members of the Fed. State chartered banks favor the free- 
dom to join or not to join the Federal Reserve System. Furthermore, 
the exemption purportedly provided for the first $5 million in transac- 
tion accounts is purely iUustory in that there is broad stetutory au- 
thority giv^i the Bounl to impose reserves on even these deposits. It 
is our deep concern that the mandatory reserve requirement would su- 
perimpose Federal regulatimi over State chartered depository institu- 
tions and so erode State regulations as to ultimately lead to complete 
Federal ctsitrol. 

Momentarily, skipping over to title III, it would authorize the pay- 
ment of interest on reserve balances held in any Federal Reserve bank. 
It would authorize the Federal Reserve banks to pay a totel amount of 
interest in any 1 year up to the sum of: (a) totel receipts from the 
recipiente of such interest for services rendered by Federal Reserve 
btmks; and (b) 7 percent of the totel net earnings of the Federal 
Reserve banks computed without regard to the payment of such in- 
terests ; but with a ceiling rate of 2 percent per annum on reserve bal- 
ance in excess of $2d minion. As to the latter (b), the Board is now 
seeking deletion of this section. The cost to the U.S. Treasury of such 
interest payments could be a very high price to pay to induce Stete 
chartered depository institutions to become members of the Federal 
Reserve System. There is no assurance that the rate of interest to be 
paid on reserves will constitute sufficient inducement for nonmember 
institutions to join the Fed or to enjoin Fed members from defecting. A 
strong case has not been made to demonstrate that the payment of 
interest on reserves as proposed wiU, in fact, solve the problem of 
attrition. 

Since the purpose of the payment of interest on reserves held at the 
Fed is to m^e Fed membership more attractive and halt membership 
attrition, the amount of income derived from such payment would 
have to be equal to or exceed the earnings on reserves presently avail- 
able imder State reserve r^ulations. A recent study of the burden of 
Fed membership revealed that the heaviest burden is borne W member 
banks with deposits under $100 million and that banks with deposite 
over $1 billion appear to exx>erience a net benefit from system member- 
ship. Thus smaUer member banks may operate at a competitive dis- 
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advantage rdative to the larger onee.' This sncxests that unless inter- 
est paym^its on reserves are equated with the Durden of membership, 
interest payments are not likely to be an effective instrument to attract 
new members or in reducing membership attrition. 

The lack of precise data on the net costs of this proposal to the 
Treasury leads us to urge caution in setting the permisgible interest 
rat« limits too high. On the other hand, the setting of rates of return 
on reserves too low would make membership unattractive and thus de- 
feat one of the basic purposes of the legislation. 

To return to title I, it also requires the Board to prepare and offer for 
public comment a set of pricing principles and a proposed schedule of 
fees for Federal Reserve System services. The regulatory proposal to 
make explicit charges for Fed services could create problems for small 
member banks, that is, those with assets of $25 milhon or less. Most of 
these banks would be exempt from the reserve requirements and pre- 
sumably, under our reading of the statute, would not be receiving any 
interest payment from the Fed on their transaction balances. How- 
ever, they as members would be assessed charges for services provided 
by the Fed. Under these circumstances small banks are not likely to be 
attracted to membership in the Fed since they would probably opt for 
obtaining these services through their correspondent banks. Fed serv- 
ices may be attractive but if a bank can obtain all of those services plus 
many more from its correspondent it would be sacrificing earnings to 
be in the system.* The only unique service offered by the Fed is access 
to the discount window but a large number of banks have found that 
this service is not an ad^uate inducement to remain members. 

The effect of the payment of service charges on small banks is diffi- 
cult to predict since it cannot be determined whether they would con- 
tinue to obtain most of these services through their correspraident banks 
as an offset against compensating balances or whether the correspond- 
ent bonks would pass these explicit charges through to their respond- 
ents in addition to the incfnne earned on compensating balances. It 
seems certain that correspondent banks would be likely to adjust their 
comp^isating balance requirements upward to pass through some of 
the explicit charges assessed against them by the Fed for services. Tlius 
small banks are not likely to obtain any benefits from the payment of in- 
terest on reserves but could be required to pay more for services per- 
formed by the Fed. 

The thrust of the proposed legislation appears to be directed at hold- 
ina in the Federal Reserve System the 1,003 State chartered members 
or the system and inducing the remaining 8,600 State chartered non- 
member banks to join the system. Most nonmember State chartered 
banks are relatively small institutions as revealed by the fact that in 
1976 there were 11,800 banks with assets under $50 million accounting 
for 82 perceait of ^1 banks in the United States. If, as some studies have 
shown, small banks bear a heavier burden of Fed membership than 
larger banks, the inducMnents offered to the ^nailer banks to ]oin or 
retain membership in the Fed should take account of these differences 

' Robert E. Kolsbt. "CompaMtiTe Burdens of FeiTeral ResecTe Memher snd Nonmeinter 
Banks", Monthly Re\Hevr, Federal Reserve Bank of KanuB City. March IflTT. p. 27. 

* Itonald D. WetHOn. Donald A. Leonald. Nartman BehrBTeeb, "The Declnlon to Wltb- 
draw : A Stndr of Wbv Banks Tjcave tbe B^et■e^al Reserve System." Federal Reserve Bank 
of Fhfladelpbla, Beseaieh Paper No. 30, September lOTT. 
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of member^ip burden. We do not believe the proposed legislati<Hi 
meete this requiremeint. 

Although we realize the Senate does not now have before it the alter- 
nates being considered in the House, they will undoubtedly surface 
here eventually and IBAA would like to take this opportunity to com- 
ment on several of them. First, H.R. 12706 whifih would provide for 
the pricing of Federal Reserve System services and the payment of in- 
terest on reserves, attempts to give siifficient study to the proposal be- 
fore putting it into effect — of course this implicitly precludes any pros- 
pect of explicit pricing until the studies are concluded. While authoriz- 
ing the Fed to pay interest or reserves the bill requires the Board to pre- 
pare a feasibility study and transmit it to Congress not later than July 
1, 1981. We believe this is a constructive approach. 

H.R. 12706 will hamstring the Fed in pricing services by mandating 
explicit pricing to include both direct and indirect costs. This could 
make membership very unattractive, especially if the Fed could not re- 
spcmd to market pressures caused by other correspondents providing 
like services. 

The amendments proposed by Chairman Reuss to H.R. 12706 seek to 
address some of the concerns we have identified above. First, by reduc- 
ing the amount of interest to be paid to income and earnings, there 
would be no drain on the U.S. Treasury. Second, there would be no 
universal reserve requirements impoeec) on ncHimember banks, and 
there would be a statutory exemption of Uie first $10 million in trans- 
action accounts, both consistent with the goal of reducing the burdens 
of membership and enhancing the competitive posture of small inde- 
pendent banks. Third, a universal reporting requirement would be im- 
posed to provide current and reliable information in order to effectuate 
monetary policy. We question whether or not an enhancement of the 
current reporting program involving nonmember banks will provide 
all the information necessary without imposing a new regulatory pa- 
perwork burden on small banks. 

On the other hand, we believe more attention needs be givwi to the 
proposed amendments which wrenches from the Fed the flexibility to 
set reserve requirements ai^ the discount rate. 

Indeed, the proposals before this committee are a mixed bag of 
monumental import. 

On balance we cannot endorse S. 3304 since we are not convinced 
that they will achieve the stated (Ajectivee. Furthermore, we are not 
convinced that such legislation is necessary to prevent system attrition 
or that the Fed's ability to manage monetary policy requires that all 
depository institutions maintain reserves in the Fed, To improve the 
Fed's capability to manage monetary policy it may only be necessary 
to authorize it to obtain summary statistics on assets and liabilities of 
all depository institutions as proposed in an amendment to H.R. 12706. 
Another proposal, short of the sweeping proposal of the Fed which 
warrants consideration, is that offered bv the Board of Directore of the 
Federal Reserve Bank of Kansas City. Tliis proposal would allow mem- 
ber banks to invest a portion of their required reserves in Government 
securities owned by the Federal Reserve. Individual banks would be al- 
lowed to choose specific issues from the variety of maturities in Hi© 
Federal Reserve's portfolio of U.S. Govemmeut securities. All pur- 
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chases and sales of securities for reserve fnirpoeee would be made with , 
the Federal Beserve at money market prices. The securities would be 
held by the Federal Reserve in a safekeeping account maintained fw 
reserve purposes.' The propoeed amendmait requiring a feasibilii? 
study of Buch a propoBal seems appropriate. 

An<rther pn^osal suggested tJie creation of a new type of "affiliated" 
memberahip, which would make membership more attractive patticu- 
larly t« smaller banks, by reducing some of tne burdens of membership. 
Under this proposal the requirement to purchase stock in the Fed 
would be eihminatedj access to the discount window would be pro- 
vided at a rate above the chained full members; and the reeerves re- 
quired would be based on a clearing formula but not above those re- 
quirements for members. 

At this juncture we feel that the point and counterpoint that seems 
to be ruahmg this legislation along ought to be resisted. We feel the is- 
sues have been blurred and the net losers will be those who are intended 
as beneficiaries important questions need to be asked such as whether 
the immediate goal is to enhance Fed membeiship or to provide the 
Fed with the tools necessaiy to effectuate monetary policy. Some of the 
proposals seem to be at cross purposes. In short, what is t^e nishl 

It Congress is concerned that the Fed may take precipitous acti(» 
in the event no legislation passes before the end of the session, the 
answer to us is to pass a resolution putting this first on next year's 
agenda while prohibiting any implementation. Thea% will be time to 
have the Congress, the Fed and all the various interest groups analyze 
the impacts and identify unreasonable courses of action. 

We believe that if the Fed is sincere in enhancing membership, there 
is one free way to do it. Over the years many members of our associ- 
ation have gotten the impression that there is a deep seated Fed at- 
titude of disregard for the problems of small independent banks. T^ese 
attitudes have been manifested in a number of ways. In a study done by 
the House Banking Committee it is clear, for instance, that the 
boards of the district banks are heavily weighted in favor of indi- 
viduals sensitized to big banks, rather than small banks. Furthermore, 
historical review of the administration of the bank holding company 
act suggests a non-recognition of the importance of this corporate 
structure as a means of transferring small bank ownership from coie 
set of owners in a community to another set also in that community. 
In shoH, you can catch more fiies with honey than with vineear. 

If there is any message that we urge on Uie members of the cmn- 
mittee today, it is to go slow. Certainly, it is appealing to many of 
our member banks to receive interest on reserves. Yet a concern of 
the imknown — pricing — suggests caution. If the Congress would seek 
to enhance membership rattier than just give the Fed the tools neces- 
sary to effectuate monetary policy, all the costs should be known. We 
have not seen the specific proposals, and we understand the commit- 
tee has not either. If a package of proposals will achieve the resnlt, they 
should all be carefully studied — not rushed through. The vast ma- 
jority of our member banks are the purported beneficiary of these pro- 
posuB. They have not had a chance to understand what has heea pro- 
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poaed, much lees rrapond to either us or the committee directly. In all 
fiumefiB, they need tue chance to retlect and we urge you to give them 
that opportmiity . 

Our doubts as to the efficacy of the proposed legislation in meeting 
the attrition problem are heightened by the facts revealed in a study 
analyzing J<'ederal lieserve tjystem attrition eince 19t>U. Tiutt study 
found the principal factors contributing to Fed attrition to be a tea- 
den<7 of de novo banks to remain outside the system ; and a pattern of 
more mergers and absorptions of member banks than nonmembers with 
most of the merged and absorbed banlis iiaving been acquired by 
other member banks, 'i'he bulk of deposit attrition has been due to a 
more rapid rate of internal deposit growth on the part of the non- 
member sector (including the growth of de novo nonmember banks 
chartered since 1960), resulting in a relative increase in the average 
size of nonmember bulks. 

The study concluded that without any reduction in the burdui of 
Fed membership, the pattern of net system withdrawals, as well as the 
preference of €ie novo banks for nonmember status, may be ezpei^ed 
to continue. Moreover, recent withdrawals of member bank subsidi- 
aries by several multibank holding companies portend increased with- 
drawal activity on the part of multibank holding companies. Given the 
larger size of multibaiik holding company member banks, such an 
increase in withdrawal activity could mean a further acceleration of 
deposit attrition. To slow and possibly turn around the pace of ag- 
gregate deposit attrition the burden of System membership accord- 
ing to the study must not only be eliminated but must be converted to 
a net benetit in order to encourage both ongoing nonmembers and de 
novo banks to join the system.* Our analysis of the proposed legisla- 
tion leads us to the conclusion that it will not meet tins t«st. 

The Chaihican. Thank you, Mr. Bolger, 

Mr. Perkins, your preferred solution to the Federal Beserve prob- 
lem is to lower reserve requirements and to permit interest to be paid 
on reserves. You oppose universal reserve requirements that many 
people have endorsed and others believe would be a fair and equitabte 
solution. 

If universal reserves carried with it a large exemption for banks 
below $50 million in dep<»it8 and if they also carried with it a re- 
duction in the reserve requirements below what they are now, which 
is what both Chairman Miller and others have proposed, would you 
find them more attractive i 

Mr. Perkins. Well, obviously they would be more attractive in a 
sense. We have some trouble with the idea there should be size dis- 
crimination in reserve requirements, depending on the size of the 
buaki but leaving that question out 

The Chubmax. Well, there is now. There has been consistently. 

Mr.PEBKiNs. I know there has. 

The Chairman. We have always provided for lower reserve require- 
ments for smaller banks. 

Mr. FsBKiNB. I think the point I made in the testimony is that we can 
see some kind of a required reserves, interest on reserves, and pridng 

* John I. Row, ' 
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as a package for all federally chartered depoeitoiy institntiona as 
being one way to get at the equity issue and the broader issue. We have 
trouble with eliminating the alternative of the State charter, and this 
goes back to the whole question of the dual banking system in this 
country. It is based on i he federal system we have, and w© believe that 
while you can argue for a perfect symmetrical equity, there's a lot to 
be said for maintainrig the federal system in the country with its 
checks and balances and its options. 

The Chairman. V/ell, why would the universal reserves necessarily 
do away with State charters ? I can't understand why you can't have 
a system in which you have the same reserves required for all banks the 
same size, the same deposits, but that you have the State chartering 
banks that choose to go that way and the supervision and examination 
and so forth still lo<^ed in the States so you still would have a dual 
sjrstem. 

Mr. Perkins. Well, I think one answer would he very clear and that 
is a lot of State-chartered banks wouldn't bother to be State chw^ 
tered. They would switch to a national charter if they were exempt 
from reserve requirements and they got some access to whatever serv- 
ices they wanted!. 

Mr. HATwoon. Mr. Chairmui, if we take Mr. Miller's proposal of 
yesterday of exempting banks under $50 million from reserve require- 
ments, what State Dank would then stay in its State system, where it 
would have to meet State requirements, if it could get zero reserve 
requiremwits by converting to a national charter? Mr. Miller's pro- 
posal is really to nationalize the system, to provide inducement for all 
banks to convert to national charters. 

The Chairman. Well, I don't know why they would necessarily 
switeh, to put it the other way. The State reserve requiremmts are 
pretty eenue. They permit the reserves to be kept in earning assets, 
as you know. 

Mr. Haywoch>. It varies from State to State. 

The Chaibhan. Well, most States do. They dont all, that's true, 
and I think there might well be a modification in the States that 
permit that. 

Mr. Haywood. Ma^ I say we looked at this very quickly yesterday. 
We looked at a few States in terms of their reserve requirements. The 
association certainly intends to explore this most thoroughly in the 
days that lie ahead, but we came to a conclusion that there would be 
substantial incentive to shift from State charters to national charters 
because you would be shifting from something positive in the way of 
i-eserve requirements to a zero reserve requirement. 

The Chairman. Well, after all, shifting isn't just something you do 
like that based on a theory or a whim, as you know. You do it with con- 
siderable concern. It's costly to shift. You have to change the name. 
You have to print forms. That's minimum action. And I think you 
find if you shift, you make a decision that would in most cases last for 
a number of years. You wouldn't want to shift and then come back 
again — that's like firing Billy Martin and saying, "Come back in 2 
years." 

Mr. Haywood. Or Mr, Allen. 

The Chairman. Or George Allen. That's right. 
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Mr. Hatwood. He has suffered some of that same thing. 

The Chaibhan. Not only we in Washington but those in Los Ange- 
les were concerned about Gteor^, but apparently that's more universal. 

Well, as I say, I do think this is a matter that is much deeper than 
simply allowing an advaJitage in reserves and, as I say, the advantage 
would be pretty small and mild. I notice that the first witness we had 



this morning, the banking superintendent o£ New York, Ms. Siebert, 
said — and she would have great concern and expertise in this area — 
she and the expert who accompanied her agreed if you had the $50 
million exemption, you wouldn't have very much trouble with this 
with the universal reserves. 

Mr. Hatwood. I think, with all due respect, sir, these proposals are 
so new that very few people have had a chance to think through all the 
implications, and the one we are emphasizing here this morning is the 
one that concerns us most. We can't say how large that eflfect would 
be, but we do see that the direction of the effect would be to shift banks 
from State charters to national charters. Quite frankly, we think that 
our objective should not be to make large shifts in the structure of 
our system today, but should be rather to look for improvements and 
not disruptive things. 

The Chairman. I agree with that. One of the other standards we'd 
like to maintain is the one Mr. Perkins properly set forth in his state- 
ment when he said you want to do this with the lowest possible cost to 
the public. The lowest possible cost to the public, of course, means 
that we maintain to the extent we can the Federal Beserve's contribu- 
tion to the Treasury, that we don't erode that too much, and obviously 
if we are going to pay interest on reserves, that reduces the Federd 
Reserve's earnmgs and it reduces what goes back to the Treasury. It 
increases the general burden on the taxpayer and it gives banks an 
advantage which — if I were a banker and if I were president-elect of 
the American Bankers Association — I would be fighting for, too. 

Mr. Perkins. Well, it's an enormous penalty on memoer banks and 
it's much larger than often computed because it's not being computed 
at the market rates. The point I was trying to make is that we never 
thought of the Federal Reserve System as a tax collecting operation, 
but when you get all done with the whole theory, the transitional 
changes and the rest, the real income from the Federal Reserve comes 
from the total earning assets they hold, total reserves in the system, and 
it's the percentage of that that the Treasury gets as its receipts from the 
Fed. 

Certainly if you're going to pay interest on reserves, you're going 
to have some increased cost. However, we are presuming a lot of that is 
going to be offset by charges for services, too. 

The Chairman. Well, it's a step we should take with considerable 
caution. We have never done it. We have been able to survive as a 
Nation for 200 years without it. The Federal Reserve System has been 
in operation for 65 years without permitting interest to be paid on 
reserves, and ^ou can understand the very tempting populist appeal 
for anybody m public office to say we don't want to give away the 
public weal to the bankers. I mean, it's tough enough to resist welfare 
payments and payments to farmers and food stamps and so forth. 
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When we hare to hare a food stamp program for bankers, that is hard 
to support. 

Mr. Hatwoch>. I t^nk we agree with a lot of that. That's why we 
suggested lowering of reserve ratios over a period of time as an ap- 
proach to solving the membership problem. We'd rather not get into the 
payment of interest. 

The CHAiRitAN. I think that's much better. 

Mr. Pkrkins. And that's a phase-in operation. 

The Chairman. And I would agree twnk earnings have not been ade- 
quate. I think they should be improved. It's one of the problems we 
have in this country. The capitalization of our banks, small and lan^ 
is inadequate. We have to increase the profitability, but I tJiiink this 
is probably the less sensitive thing to do politically. It's aomething 
that's going to be very hard to sustein. You're going to be constantly 
under attack by me and other guys. 

Mr. Perkins. We thought we were already. 

The Chaikman. Mr. Bolger, you said &> percent of the IBAA mMn- 
bers have assets of less tha^ ^ million. It universal reserve reguire- 
ments were legislated with an exemption of $25 to $60 million m de- 
posits, most of your members wouldn't be affected. They wouldn't 
be affected adversely. They would be benefited, if anything. 

What would your reaction be to that kind of proposal i 

Mr. BoiiOER. Well, of course, this would be a personal observation 
because these numerous proposals are just coming out, I think yester- 
day, and our association has not been able to act on them. Yet on the 
surface some seem like great things. They might be a bonanza. But, 
after all, bankers are people too. We must ask: Is it good for the coun- 
try? And I'm not so sure that eliminating all reserves for that big a 
percentage of the banks is in the best interest of the country. 

The CHAIRMAN. Would you be in favor of that kind of an exemp- 
tion? 

Mr. BoEiOEB. I'm n<^ sure that we would. Our association has not had 
a chance to take a position. These proposals just came out. But I say 
individually I think that — — 

The Chaibuan. I'd be pretty suiprised if on consdderation that your 
people wouldn't favor that exemption. 

Mr. BoLOBR. Well, my bank is a State Fed member. Our reserro re- 
quirement in the State of Illinois — Illinois has no State reserve re- 
quirements for State nonmember banks. We are required to keep a 
balance of $3.6 million with the Fed which at today's returns ia prob- 
abhr $250,000 or $300,000 return. 

Li answer to your question, sure, on the surface it sounds great; 
but I think it would erode the dual banking system and I wouldn't 
speak for the association and say that we would be entirely in support 
of that proposal. 

The Chairbcan. In your statement yon said that interest an reservee 
may not solve the membership problem and I agree. Can you explain 
that statement ! And also, what do you think would solve the mem- 
bershipproblem for tihe Federal Beserve ! 

Mr. BoLQBR. I really don't know what would solve it. I think the 
thing that wont solve it is moving too quickly with legislation. I think 
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there's too man; new propo8al& I dont think that there is any critical 
neceasitT to enact le^^ation. 

The CsAiaMAN. In your statement you indicate your sensitivity to 
the i>reeBure the Federal Reserve feels. They feel tthat their member- 
ship is d'windling and therefore their monetary policy power is eroded. 
They feet they have to act and they are putting pressure on u& They 
say if the Congress doesn't act they may decide to act or feel they can 
act unilaterally. So that's the urgency involved. They are concerned 
about our sitting and studying this for several years and finding their 
membership has dropped so soarply that it's going to be very hard to 
recover. 

Mr. BoLGBE. Let me refer to our le^slative assistant. 

Mr. Petebson. Well, Senator, I think that what we are talking about 
is a delay of some period so that people can conju^te what we're talk- 
ingabout. There are many, many pitfalls that are mvolved. 

The Chaibuan. How long a period would you say t 

Mr. Pbtbrson. Well, I would say, first of all, we would like to get 
some kind of an idea on all this explicit pricing business. Nobody has 
seen word one yet and we get very, very concerned over the entare is- 
sue of explicit pricing. I £iow that Governor Ck>ldwell has promised 
Chairman Reuss to come up with some kind of a tentative pricing list 
by the end of the month, but I will assure you that there's going to be 
extensive debate over that. 

The Chairmax. I think you're right about the complications of the 
pridiu; ^stem, but that doesnt have to be part of t^us. That can be an 
entire^ sepaxate issue. I think we all agree it's a healthy thing to 
consider it and probably to move in that direction. 

Mr. Petebson. There is, I think, exactly what the American Bankers 
Association said, and this is not an association position at all, but I 
think from my personal point of view it's transparent that the easy 
way to solve this whole tbing is simply to reduce the reserve range 
and then tell the Fed to go ahead and do it. That's it. People will oome 
back in if they don't have that burden. 

The Chaikuan. The statement by Chairman Miller indicated that 
that wouldn't be a satisfactory solution. It doesn't give them uiougli 
latitude now and if tbey simply had to work with the limited numMT 
of members and their membership dwindling it would be much harder 
to have an effective monetary policy. Reducing Federal Reserve re- 
serve requirements would be, in his judgment, no compr^ensve solu- 
tion to this problem. 

Mr. Bolger, universal reserve requirements need not mean manda- 
tory memlwr^p ot any change in supervision and regulation of non- 
member banks. Would you agree that universal reserve requirements 
need not change the current r^ulatory balance ? 

Mr, BoLGEfi. I don't think I understand the tjuestion. 

The Chaibman. Well, the point Mr. Perkins made was that if we 
have universal reserve requirements there would be no real incentive 
for the nonmember banks to remain outside the system. They could 
switch to a Federal charter. They could join and be exempt from re- 
serve requirements. 
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Mr. BOLOER. I agree with that and that's one of the objectiona. It 
would put a great strain on the dual banking STstem. 

The Chaibman. Well, I'm not so sure why. The reserve requiremwits 
are one element in their decision to be a member or nonmember.It^s 
certainly; not the only element by any means. But you think this is 
the decisive element 1 

Mr. BoLGER. Well, if we're eliminating so many banks, as some of 
these proposals do, from any reserve requirements, and the way I 
understand it the Federal Rraerve requirements apply over the State 
requirements, that it would certainly seem that many of the banks 
would take out Fed membership. They would not have to chan^ their 
name to do that. Nonmember Banks can apply for membership. 

The Chaisman. Mr. Perkins, you recommend payment of mterest 
on reserves. If there were no membershi|> problem this issue might 
not arise at aU except the reserves are partially clearing balances, like 
balances banks hold with their correspondents. Why shouldn't this 
issue be taken up in the context of removal of the prohibition against 
interest on demand deposits and not until then! After all, when a 
bank like the McHenry Bank — and you may be the correspondent for 
them — when they put the correspondent balance on deposit with you, 
you don't pay any interest on it. 

Mr. PEKKiifs. N'of that's true, but in return for the balances — and 
I think this needs emphasis in connection with some of your previ- 
ous questions — the balance is paid for by services rendered and those 
services rendered are priced very explicitly and the balances, in most 
cases, of most of those correspondent banks, corporations, and others 
are very closely monitored to oe sure they are paying enough for the 



The Chaikman. Whether they are closely monitored or not, there's 
the same kind of situation with the Federal Reserve and that, I sup- 
pose, is a calculation that many bankers enter into to determine 
whether or not they should continue as members of the Federal Re- 
serve. They, too, ^t services ; do they not ? 

Mr. Perkins. They get services, out I should say — I'll take my own 
ba.nk, for example. Our average reserve requirements run about $S50 
million and we think on average it would only take about $100 mil- 
lion to pay for the services at market rates that we are using of the 
Fed and we are a very large user of the Fed system. I think one of the 
comments, Mr, Chairman, on the question 

The Chaisman. Nevertheless, don't you see the analogy! Why 
shouldn't we consider this whole thing together! You're both cau- 
tioning that we take a little time with this and why shouldn't we 
consider this together with the removal of the prohibition against 
interest on demand deposits ? We're moving in that direction. We have 
NOW accounts, as you know, in New En^and and moving across the 
country. 

Mr. Perkins. Well, that's a poasilrility. On the other hand, I'm not 
so sure that there aren't some interim solutions like reducing the level 
of reserves and giving Chairman Miller a chance to find out whether 
he is right or wrong in terms of what that would mean to membership 
in the system, rather than just postulate the issue. But the fact is that 
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people are very conscious of the cost of idle reserves at the Fed and 
the problem is here and it's here now. 

Mr. Peterson. Senator, I think I'd like to interject on this point. 
I think a great deal of the discussion that we're having and have been 
liaving for the last several years centers on this matter of how effi- 
cient we're going to make the financial system by changing to an ex- 
plicit price mode. All I can see down the road is an absolute morass. 
The CHAiRMAif. If you have an explicit price system with competi- 
tion, why? You're the first witness who's indicated that. Every other 
witness has indicated th^ would be desirable. You may be right, but 
you're alone. 

Mr. Peterbox. I have to say that the Independent Bankers Associa- 
tion — and I'm now speaking for the association — is very, very skepti- 
cal of explicit pricing. Eight now the genius of the system is that it's 
somewhat self-adjusting. We can adjust in terms of inflation and so 
forth, and there's an inherent problem in the explicit pricing of money. 
The CuAUUiAN. I can't understand why, if you Imve competition, 
vigorous cwnpetition between the Fed and the big independent banks — 
the big banks who can offer services, too — why that competititm 
shouldn't result as it always has in this countir in more efficient 
operations and therefore lower cost operations, and I also can't under- 
stand why the bank shouldn't be charged full cost for their services. 
Mr. Peterson. But we do. I think we have a— 

The Chairman. What would be wrong with an explicit pricing 
system? 

Mr. PeTERSON. It's an extraordinarily complicated thing. The finan- 
cial industry has had experience with one mode of explicit pricing 
so far and it's called the Truth in Lending Act. 

The Chaibuan. You say that as if you had just had a spike driven 
through your heart. I was author of the Truth in Lending Act. 

Mr. Peterson, Every day I feel the spike. 

The Chairman. I thought that was a pretty good bill. The Federal 
Reserve study indicated our consumers are now far better informed 
than they were before the Truth in Lending Act came into effect by 
three or four times as informed — three or four times the people now 
understand what the cost of credit is. 

Senator Rieqle, Mr, Chairman, would you yield at that point ? 

The Chairman. Yes, indeed. 

Senator Rieole. Not only that, but the banks have done very well. 
They've got an enormous share of the market taken away from the 
high-cost lenders that previously had that, so I would have thought 
the banks would be here thanking us for that. 

The CHAtHMAN. I wanted to fe the banks' pinup boy for that reason 
but I haven't succeeded yet. 

Senator Rieole. It's several billion dollars, not petty cash. 

The Chairuan. That's right, 

Mr, Peterson. Could we submit for the record a case that's recently 
been decided in South Carolina, WUaon v. Allied Loans case % 

The Chairman. Fine. I wish you would. 

[The information follows :] 
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Alubk Loavb, Inc., Derhiukt 
(av. A. No. 77-808] 

United States DtBtrict Oonrt, D. Soatta GKToUna, ColamUa Dlrtsloii, Hu«h 14, 
l»7a 

Suit wae brooeht by borrower alleging that fonnB nmd by lender vtolated 
the federal Tmth in Lending Act. On cfobb motions for gnmmaT; jodgment, the 
Diatrlct Court, Chapman, J., held that: (1) lender, which actnaUy acqaired 
a secnrlty Interest In anj appliances or fundtare acquired by the borrower 
within ten days of the loan date, violated the regnlatlonB by tailing to diadOM 
such interest; (2) since Initial charge was not withheld from the amoant 
financed, that initial charge was not required to be labeled as a prepaid finance 
charge," and (3) dlsclosnre of |1CM).63 figure on form labeled "Net caah frcon 
chart," representing $167.24, the amoant financed, less paymoits for credit In- 
surance polides and eight cents for documentary stamps, wsa not confusing, 
misleading or Inconsiatent with disclosure requirements. 

Judgment for plalntlfl , 

Marshall 1. Walsh, Gaines ft Walsh, Spartanborg, S.G., for defendant 

Chapman, District Ju^e. 

Since Congress, in all of its wisdom, has determined that federal district 
courts should preside over consumer complaints against finance G<HnpanieB 
relating to te<dmlcalitles In langut^e used in loan docnmenta In which the 
lofty sum of flOO is at Issue, this Court must now proceed to wade through the 
morass of technical regulationB issued by the Federal Reserve Board in an 
attempt to reach the merits of this case. 

Defendants made two installment loans to the plaintUf in which she borrowed 
I1S7.24 to be repaid in seven monthly payments of (28. Defendant secured ttaia 
loan by taking a security interest in a range and set of bunk beds owned by 
plaintiff. In bringing thib suit, plaintiff alleges that the fomu tuwd by defendant 
violated the Federal Truth in Lending Act, 16 U.S.C. | leoi et seq., and that 
she is entitled under that Act to a Judgment in the sum of double the amount of 
the finance charge or $100,* whichever la greater, plus coats and attorney fees. 
15 U.S.C. 9 1640. 

[1] Plaintiff alleges that the disclosures made by the defendant on the loan 
document violated the Act in three ways. First, [AalntiS alleges that the de- 
fendant failed to dlscloae that it waa taldn^ a senirlty 'nterest in after acquired 
consumer eoods. She bases this claim on 15 U.B.C. |16S9(a)(8) which states 
that a creditor must disclose "a description of any security Interest told or to 
be . . . acquired by the creditor in connection with the eztenglon of credit, and 
a clear Identification of the property to which the eecnrity Intereot relates." 

Pursuant to 16 U.S.C. jt 1S04, the Federal Reserve Board promulgated the 
following r^ulations governing disclosure of security interests : 

"12 C.F.R. I 22e.8(b) (G)~In any transaction subject to this section, the fol- 
lowing itema, as applicable, shall be disclosed : (6) A description or Identification 
of the type of any security interest . . . acquired by the creditor In connection 
with the extension of credit, and a nlear Identification of the pr(q>erty to wbtdi 
the security interest relates. ... If after-acquired property will be subject to the 
security Interest . . . tbis tact shall be clearly set forth In conjunction with the 
description or identlQcBtion of the type of security Interest . . . acquired." 

"12 C.P.R. 1 226.8(a)— AH of the disclosures shall be made together on either 

(1) the note ... on the same side of the page [as the creditors] signature; or 

(2) one Bide of a separate atatement which identifies the tranBactiong." 

In this case, all information relattni; to each loan la contained on a Bln^ 
document. TTiis document contains the full text of the note and the full dtacloiiure 
of the loan terms on the front aide. The text of the security sgreement starts 
on the bottom of the front page and continues on the beck. The document clearly 
discloses on the front page, in accordance with the statutes and regulations, 

■Tbls matter la preseDtly betore the Coart on ctoag motions for Bummttry Judiment. 
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that R mcniltr Interest la acquired In certain pr(^>ert7 IdenOfled as a range 
and a set of bunk beds. The alleged defect In tbe form la tbe fact tbat tmna 
on tbe rereise side ' of tbe form extend tbe Becurltr Interest to "all otber goods 
of tbe same class now or hereafter acquired." Defendant argoes in oiqMMltlon 
to plalntUTs motion for summary Judgment that no interest was acqniied la 
after-acquired property hecanae South Carolina law seTerely limits tbe effect <tf 
after-acquired propertf clauses with respect to consumer goods. S.OLGode Aim. 
1 36-9-2M (4) (b) (l»7e) provides : 

"No security Interest attaches nnder an after-acquired property clause to 
consumer goods otber than accesdons when given as additional security unless 
tbe debtor acquires rl^ta in them within ten days after the secured part; gives 
value." 

Defendant's argument would be correct hat tor the 10 day provision. If state 
law had totally Invalidated after-acquired interest^ in consumer goods, tlie 
language on defendant's form would have bad no effect and no disclosure of a 
security Interest In after-acquired property would have been necessary because 
no such interest would have been "acquired." Unfortunately tot the defend- 
ant, since it actually acquired a security interest in sny ap^riUlances or furniture 
acquired by plaintiff within ten days of the loan date. It violated the regula- 
tions by fallinK to disclose this Interest. See Boenrode v. Household Fin. Corp. 
of South Dover, 422 F. Supp. 1327 (D. Del. 1976). SiBce this violation is ap- 
parent from the face of the loan document, there is no factual issue and 
plaintiff is entitled to a summary Judgment as to this claim. 

Despite the fact that this Court feels compelled by the statutes and regolatlms 
to award the plaintiff the penalty established by the Truth In Lending Act, 
this result is absurd In light of the realities of tbls case, nils barratrous legis- 
lation transforms loan documents into contest puBdes in which prises are 
awarded to those who can uncover the technical defects. Unfortunately, these 
prizes are not paid by tbe sponsor of the contest, the government, but by finance 
companies who attempt to make a fair profit by loaning money while at the same 
time trying to Insnre that tbe loans will be repaid. They must necessarily use 
form documents which are sufficiently flexible to cover a wide variety of situa- 
tions presented by both consumer and commercial loans. A penalty is imposed 
on the defendant in this case even though it has acted In good faith and desidte 
Oie fact that plaintiff has sustained no damages. The violation In tbls case results 
from a minor technicality which arises from the operation of the 10 day rule 
relating to after- acquired security interests in consumer goods. The 10 day in- 
terest acquired was surely unwanted by tbe defendant, unimportant to the 
plaintiff, and unexpected by both parties. It gave no meaningful security to 
the defendant and its full disclosure to the plaintiff would undoubtedly have bad 
no effect on plalntitTs decision to obtain the loan from the defendant 

[2] Plaintiff's second complaint about defendant's form is that an initial 
charge was withheld from the proceeds of the credit extended but was not 
labeled with the term "prepaid finance charge" as required by the regniatlonB. 
Tbe general disclosure requirements are set forth in 15 C.S.C. f 1639 and tbe 
relevant requirements and defendant's compliance with them follow : 

(a) Any creditor making a consumer loan or otherwise extending consumer 
credit In a transaction * * • shall disclose each of the following items, to the ex- 
tent applicable : 

(1) The amount of credit at which tbe obligor will have the actual use, or 
which is or will be paid to him or for his account • * *. [Defendant disclosed tbls 
amount to be $151.63.] 

"(2) All charges. Individually ttemiaed, which are Indnded In the amount of 
credit extended but which are not part of the finance charge. [Defendant dis- 
closed itemized charges made for various types of credit insnrance and docu- 
mentary stamps which totaled t7.ei.] 

"<3) Tbe total amount to be financed (the sum of the amounts referred to In 
paragraph (1) plus the amounts referred to in paragraph (2)). [Defendant stated 
that the amount financed was (167.24.] 

"(4) * * • the amount of the finance charge. [The finance charge was stated 
to be I28.7&]" 

Tbe manner and spedfldty of the disclosures required by 1 1S38 are ontltned In 
12 O.F.B. 1 228.8. After a circuitous Jumping between paragrai^ and snbpata- 
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Enpb8 this regulation erentnallf eatabliabes a reqolrament that any amonnt 
withheld by thp rrpdltor frdiii (he -rredlt pxtend^" be lat»eled with tbe term 
"prepaid finance charge." The clarity of the explanation of this reqairement Ib 
Bpiwrent without a iiit-d for comiueiit from the following quotations from | 226^: 

"(c) In the CBKB of a credit xnle, In addition to the Items required to be dls- 
doxed under i<araKrapli (b) of this section, ttie following Items, as aivUcatile, 
Hhall lie (ilarloMed : 

"(0) An7 amounts required to be deducted under paraffiaph (e) of this section 
unliig, as applicable, the terms "prepaid finance cherse' and 'required deposit 
liolancc' and. if Imtli are applicable, the total of sacb items tialng the term 
total prepaid finance cbarge and required deposit balance.' " 

(d) In the case of a loan or extension of credit which Is not a credit sale, la 
addition to tbe Itenis required to be disclosed under paragraph (b) of this sec- 
tion, the following Items, as ai)pllcable, shall be disclosed : 

"(I) The amount of credit, excluding Items set forth In paragraph (e) of this 
section, which will be paid to the customer or for hU account or to another 
person on Ills behalf, Including all charges, Indlrtduallf Itemised, wblcb are 
Inclnd<<d In the amount of credit extended but which are not part of the flnance 
charge, using the term 'amount financed.' 

"(2) An]* amount referred to In paragraph (e) of this section reqnlred to be 
excluded from the amount In subparagraph (1) of this paragraph, using, as 
applicable, the terms 'prepaid flnance charge' and 'required deposit balance,' 
and. If both are are applicable, the total of such It^na using the term, totsl 
prepaid finance charge and required deposit balance.' " 

<e) The following amounts shall be disclosed and deducted in a credit sale In 
accordance with paragraph <c) (6) of this section, and In other extensions of 
credit hall be excluded from the amount disclosed under paragraph (d) (1) of 
this section, and shall be disclosed In accordance with paragraph (d) (2) of this 
section : 

"(1) An; flnance charge paid separate!;. In cash or otherwise, dlrectl; or 
Indirectly to the creditor or with the creditor's knowledge to another person, or 
withheld by the creditor from the proceeds of the credit extended." 

As if this explanation of the "prepaid flnance charge" reqalrement were not 
confusing enough, the Federal Reserve Board made matters worse by issnlng tbe 
following 'Interpretation" of this requirement codlfled as 12 C.F.R. 1 226.819 : 

"(a) Section 226.8(c)(6). 226.8(d)(2) and 226.8(e) (1) require that certain 
finance charges be disclosed as "prepaid flnance charges." They also require that 
such prepaid flnance chanieH be excluded or deducted from the credit extended In 
arising at the "amount flnanced." The question arises whether add-on, discount 
or other pre-computed flnance charges which are reflected In the face amount of 
the delit instrument as part of the customer's obligation, but which are excluded 
from the "amount financed," must be labeled as "prepaid" flnance charges. 

"(b) The concept of prepaid finance charges was adopted to Insure that the 
"amount financed" reflected only that credit of which the customer had the 
actual use. Precomputed flnance charges which are included In tbe face amount of 
the obligation are not the type contemplated by the "prepaid" flnance charge dis- 
closure concept Although such precomputed flnance charges are not to be included 
in tbe "amount flnanced," they need not be r^arded as flnance charges "paid 
separately" or "withheld by the creditor from the proceeds of the credit extended" 
within the meaning of < 226.8(e) to require labeling "prepaid" under If 226.S(c) 
(fl) and 226.8(d) (2). They are "finance charges," of course, to be dieclosed under 
J8 226.8(c) (8) and 226.8(d) (3).'" 

This Interpretation ?laTlfles tbe concept of prepaid flnance charges like mud 
clarlflee water. The regulation and interpretation repeatedly use the phrase 
"credit extended," as a starting point far determining whether a charge is a 
"precomputed flnance charge" or a "prepaid flnance charge." The term "credit 
extended," however. Is never defined by the regulations. Only the terms "credit" 
is defined as meaning "the right granted by a creditor to a customer to defer 
payment of debt. Incur debt and defer Its payment, or purchase property or serv- 
ices and defer payment therefor." 12 C.F.R. g 226.2(1)- How Is the lender to know 
whether a part of the flnance charge is withheld from the "proceeds of the credit 
ext«ided" unless he knows what the term "credit extended" means? In the Instant 
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case, if the credit extended is $106.00 (tbe total of tlie payments), tben the 
$10.03 Initial charge Is wltlilield from the proceeds of the credit ext^tded and it 
should have been labeled as a "prepaid tlnance charge." It, on the other band, the 
credit extended is tlWTM (the amount financed), then the $10.08 initial charge 
was not withheld from the proceeds of the credit extended and no "prepaid finance 
charge" label was required. Since no definition of "credit extended" la contained in 
the regulations, this Court defines the terms as it relates to this case to be synony' 
mous with "amount financed," Accordingly, since the Initial charge was not with- 
held from the amount financed, that Initial charge was not required to be labeled 
as a "prepaid finance charge." Defendant, therefore, is entitled to a snmniarr 
judgment as to this claim. 

[3] Plaintiff's third complaint is that the loan documents contained "Informa- 
tion which Is confusing, misleading and inconsistent with the Disclosure reqnlre- 
ments of 12 C.F.R. $ 226.6{c} ." That section of the regulations provides that any 
additional Information disclosed bj the lender "[not] be stated, ntUized, op 
placed so as to mislead on confuse the customer. . . ." PlaintifF contends that this 
regulation was violated by the disclosure of the $159.63 figure labeled on the form 
as "Xet cash from chart." Plaintiff complains that the form gives "no explanation 
as to what these figures . . . represent nor la It Indicated as to how this might 
he calculated." The Court does not understand why plaintiff Is confused by the 
$159.63 figure. The form clearly shows that the amount financed Is $167.24. Plain- 
till could hare accepted that amount in cash ; however, she elected to purchase 
various credit Insurance policies. These policies and the eight cents deducted for 
docnmentary stamps totaled $7.61 which, when deducted from the amount financed 
of $167.24. equals $15».63. It Is quite clear that this figure results from the deduc- 
tion of the Insurance and stamps from the amount financed. Furthermore, there la 
nothing confusEng or misleading about the label "net cash from chart." The form 
contains a chart showing, inter alia, the amount financed and the various in' 
surance charges and the $159.63 net cash figure Is clearly obtained from tbt 
figures on this "chart," There Is no merit to plalntifTs complaint about this 
figure and the defendant is, accordingly, granted sununaiy judgment on this 

It Is, therefore, ordered, in accordance with the foregoing discussion, that 
Judgment be entered In favor of the plaintiff in the amount of 100 plus coats of 
this action pins a reasonable attorney fee of $150.00. 

And It is so ordered. 

The Chairman. Mr. Bolser. can you explain the IBAA affiliate 
membership proposal for iis? Please indicate what's similar to current 
proposals either before this conunittee or the House Banking Com- 
mittee* 

Mr. BoLOER, Well, it would not require a stock ownership. It would 
^ve them access to the window. They would be required to pay for 
pricino; as comparable to members but it would reduce somewhat tiie 
cost of membership. I think that the small bank might 

The Chairman. I can't see any difference in the way you describe 
it and the Fed proposal. 

Mr. BoLOER. Well, it's voluntary. 

The Chairman. Very small banks would still be voluntary. With 
the small banks it would still be voluntary both ways. 

Mr. BoLOER. Yes: it would still be voluntary. 

The Chairman. Mr. Perkins, interest payments on demand deposits 
isprohibitedbylawandyet it's well known that most banks allow their 
correspondent bank and corporate customers implicit interest on their 
demnnd deposits through mechanisms such as an earning credit or re- 
duction in charee for services. Are these practices widespread and do 
you think that they are in violntion of the prohibition against interest 
payments on demand depcsits ? 

Mr. Perkins. They are widespread. It's extremely well known and 
I really have never heard the question raised as to whether they are 
a violation of the law. I dont think they are. The prices are explicit. 



The earnings credit is explicit and when you price in the ccanpetitiTe 
world you're pricin^wo sides of the cost. 

The Chaikhan. Why isn't that a violation in view of the fact that 
the law prohibits interest on demand deposits, and you say this is a 
widespread practice, this earning credit or reductitm in ctharge for 
services — why isn't that the same uiing ! 

Mr. Perkins. I can't imagine, except for a tc^en balance to take ad- 
vantage of the settlement E^stem, why anybody would ke^ demand de- 
posits in the bank if they couldn't get any services for th«u. 

The CHAntuAif. I'm not challenging anybody^ iate^ty on this 
and I'm sure it's legal, but I'm just wondering why this ian*t tlie same 
kind of thing. 

Mr, HArwo(H>. Mr. Chairman, may I suggest the answer may be in 
the wording of the Federal Reserve regmatious governing payment 
of interest. That is, the law is very sweeping on this. It says payment 
of interest in any form whatsoever. 

The Chairuam. Right. 

Mr. "Haywood. It's kind of curious how NOW accounts got into tlie 
picture with that kind of sweeping language in the Banking Act of 
1933, but I believe that the Federal Keserve — that question has come 
up again and again over the yeara in various ways and I dont have 
the »ct8 right Here, but I think if we looked at the Federal Reserve 
regulation on this we would find the answer there, that that credit 
through services is exempted. 

The Chaibman. Will you give us what yon can for the record Ml 
thati 

Mr. Hatwooo. Yes, sir. We will try to submit whatever we can 
on that. 

[The American Bankers Association suteiitted what follows for the 
record. It is a quotation from the Inierpretation of the Board of 
Governors of the Federal Reserve Systems ;] 

BEcnoK 3176: Aralisis or Irdivipoal Aocodnts 

A member bank recently requested the Board of Qovemors of the Fed^I 
Beserye System to consider wbether the bank's practice of analyzing individual 
accounts constitutes a "payment of interest" on demand deposits. 

It ap[>eared tbat the bank, In analyzing the accounts of depositors, uses a form 
known as "Monthly Account Analysis." Use of the form Involves tbe assessment 
against tbe account of theoretical costs for certain serrices perfonned in con- 
nection with the account as follows : Ctaeclcs paid at five cents each, transit items 
at tliree cents eacti, clearlnghonae Items at one cent each, deposits at five cents 
each, list checks at three cents each, return items at ten cents each, and orer- 
draflB at fifty cents each. The total of these chances Is deslgimted In the analysis 
as "Ajcconnt Maintenance On Month" and to this total there is added 15 per cent 
At the same time, the theoretical earning value of the account for the montb 
is estimated by deductllig from the average dally collected balance an amonnt 
equal to the 18 per cent required reserves and treating the so-called "Net Earn- 
ing Balance" as though tbe ttank had it invested at a rate of I per cent a year. 
If the coat of services, estimated in the above maimer, exceeds tlie Uieoretical 
eamlnga on the account, the dllTerence is eet up as "Cost of Services in Exceea 
of Earnings." Apparently, the customer may be charged this amount for tbe 
serriceB rendered by the bank. It is assumed, however, that in no case, as a reeiilt 
of the analysis, is any payment made to the customer or any credit givMi which 
increases the amount of his deposit balance. 

Tlie Question raised by the correspond«ice involves the basic dlatlnctfon t>e- 
tween patimcntt of "compensation for the use of funds" and eJiari/et made for 
keeping balances and performing other services for a customer. There Is no 
Federal law or regulation which prohltdts a bank from imposing so-called "serv- 
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Ice duirges" agaliiBt a d^ioeltor— nor for tbat matter which reqotree It to receive 
depoelts at all. Its relatlims vrith a customer and the service charges which ma; 
be lm[K>sed are matters at contract between the bank and the customer. 

It la not annsnal for the management of a bank to formulate some method of 
Internal accoiintliig designed to enable the management to analyze Individual 
depoalt acconnts and determine the terms and conditions onder which It will 
ke^ and s^vice such accounts for depositors. It is common for a bank using 
an account analyt^s also to nse as one of the factors in making the analysis 
its estimate of the return It can obtain by investing the funds which the customer 
has deposited with It Likewise, it is common for such a bank to Include in Its 
analTsis estimated factors of cost in servicing the account. In some cases the 
resolt i§ that the customer Is charged by the bank for keeping and servicing the 
account. But tbe Board does not understand tbat in any case is a papment made 
to or for the account of the customer as "compensation for the use of funds." 
Aa the Board understands the facts, no povment* are made at all. The analysis 
Is simply an Internal arrangement to enable the bank to determine whether It 
sbonld make a charge. Under these circumstances, the Board was of the opinion 
that, under the tacts of the specific case, the use of the "Monthly Acconnt 
Analysis" Is not a "paymMit of Interest" and. accordingly, does not violate sec- 
tion 19 of the Federal Reserve Act or the provisions of the Board's ReguIatiMi Q. 

Mr. BoLOER. Mr. Chainnan, commercial banks who provide services 
to our commercial customers provide more services based on their 
deposit. It's really not much different than the service the corre- 
spondent banks provide a bant. 

The Chairman. Well, that's a good point. Again, you're indicating 
the great flexibility that the banEs ana the relators have been able 
to foresee in that law. It prohibits interest on demund deposits, but 
in effect a kind of interest is paid. 

Mr. Perkins, you said that the Federal Reserve should not charge 
less than the private sector for similar services. What if Fedenu 
Reserve costs are less than the private sector's t 

Mr. Perkins. By that statement we meant the costs should be fully 
coated nod have all of the cost in it including the cost of float. 

The Chaibman. You wouldn't object if they're lower if their costs 
were lower! 

Mr. Pebkins. No, sir. As far as being lower, if they are real, I think 
that the private banking system and those of us wno provide many 
of these services can compete with them if the competition is fair and 
based on tJie same ground rules as far as the pricing goes. 

The Chaibkan. Mr. Bolger, you said the charges for Federal Re- 
serve services could create problems for smaJl banks. We have been 
told that not many sma.ll hanks use Federal Reserve services. If that's 
true, what problem do you see with the pricing of Federal Reserve 
services? 

Mr. BoLOEB. Well, I think that that's if we do come to pricing of 
services. I think distances — it's going to be rather difficult to & a 
price for services at a bank in Qiicago, for instance, that's blocked 
from the Fed, delivering currency or coin to somebody out in the 
country. I think that could create a real problem to the dual bank- 
ing systrai. 

Mr. Perkins. Our principal concern with pricing is that it be based 
on fair and re&listic prices and not some kind of marginal pricing 
or something. There are lots of ways to price. To say the price is way 
down here when the real price in the real world is somewhere up 
here is wrong — and it's a very complicated subject and our aim u 
that it be done fairly and be nilly understood when it's done. Many 
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of us know by ezperiraice it's a vetr difficult subject. It takes a lot of 
work, 8 lot of experience, a lot of adjusting, c(mstant work all the 
time. 

The Chairman. Mr. Perkins, you favor pricing the Federal Reserve 
services. Ab you indicated, it would be a difficult task to set prices. 
How do you propose to do it i 

Mr. Perkins. Well, I would think the prices would be set in the 
same way that any of U8 in the business set prices. We try to look at 
the whole question of what it costs us to do the services, what the 
competitive market prices are. 

The Chairman. Let me give you an example of what my problran is. 
You include in your list of items to be included in pricing the cost 
of float 

Mr. Perkins. Sure. 

The Chairman. Can you explain that cost to me and why and how 
the Federal Reserve should char^ for float ? 

Mr. Perkins. Well, if we're going to have competition in the market, 
with both the Federal Reserve and major suppliers in the banking 
industry supplying the same services, the banking industry pays the 
cost of float. In other words, it's a question of when money is collected 
and when it isn't and when we compute what balances earn in terms 
of what they are worth. If you have a $100 balance with us we dont 
credit you tor earnings of $100. Credit is given for earnings on $100 
less the required reserves and then of that balance, only uie money 
that is collected. You may have a nominal balance of $100, but you 
may have checks in process that haven't cleared yet, so the actual in- 
vestable balance may be only $50. So you have to allow for the cost 
of uncollected funds and the cost of reserve requirements in seeing 
what you can earn on the money you have on depost, which is part 
of your price. 

The CHAiBMAif . Thank you very much. That's a helpful answer. 

Mr. HArwooD. I have one thing. The American Bankers Assoda- 
tion has put out a request for proposal to leading accounting firms and 
consulting firms and an outline of that is attached to our testimony, but 
we have received proposals. We will be reviewing four firms on Thurs- 
day to make an award for a very, very detailed study on this very 
question of pricing and the possible implication for our system. 

The Chairman. I'd appreciate that very much. That's a great con- 
tribution to our understanding too. We would be looking forward to 
gettingthat stui^. 

Mr. Perkins, ft will be a very, very large study. 

The Chairman. I want to thank you gentlemen very, very much for 
your testimony. It's been most helpful and we very much appreciate it. 

Our final panel consists of Mr. John L. Donovan, vice president and 
treasurer, Casco Bank & Trust Co., Portland, Maine; L. Manley Pres- 
ton, president, First National Bank of Canton, Canton, Pa. ; and Jere- 
miah P. Shea jp resident and chief executive officer, Bank of Delaware, 
Wilmington, Del. 

Gentlemen, we appreciate your patience. We would appreciate it 
also if you could limit your oral remarks to 10 minutes or less and the 
balance of your remarks will be put in the record. I'm going to have 
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to leave shortly. Senator Don Biegle will take over the chair in a few 
minutes, but proceed now. Mr. Donovaii. 

STATEMENT OF JOHN L. D0N0VA5, VICE FBESmEin AHD TXEAS- 
USES, C^SCO BABS Aim TRUST COMFANT, FORTLAin), HAUTE 

Mr. Donovan. Mr. Chairman, members of the committee, my name 
is John L. Donovan. I am vice president and treasurer of Casco Bask 
& Trust Co., Portland, Maine. It is indeed a pleasure to have this 
opportunity to share with you some of my views on S. 8304 and the 
companion bills which are being heard in the House. 

By way of background, Casco Bank & Trust Co. was founded in 
1933. Throughout all of its existence, it has been a State nonmember 
insured bank. At June 30, 1978, we had total dspo^ts of $318 million. 
Transaction accounts as defined totaled $142 million of which demand 
deposits were $102 million and NOW accounts were $40 million, retail 
time and savings, $134 million and large C/D's were $52 million. We 
operate 36 branches tiiroughout the southern and western part of 
Maine. 

In regards to this legislation, I would like to concisely address four 
major points: (1) the requirement that these reserves he kept at the 
Federal Reserve Bank or a member bank ; (2) the requirement for 
uniform reserves for all depository institutions; (3) the payment of 
interest on reserves held at Federal Beserve B^iks; and J4) the im- 
position of charges for certain services provided by the Federal Re- 
serve Banks. 

Based upon published reports of testimony by other Federal regu- 
lators, trade groups and state regulators, my concerns with these four 
points should not be too surprismg. However, I hope to present per- 
suasive arguments that in fact certain of these proposals will have a 
germanent and not always beneficial effect to banks like Casco. I foe- 
eve that the bill's inequities which are discussed below, seriously de- 
tract from the desirability for its passage in its present form. 
(/) The requirejiierU thai reserves he kept at Federal Reserve Banks 
or a member hanh 

In section 105, the bill requires that all depository institutions, 
which term includes all commercial banks whether member or ncHi- 
member, all savings banks, savings and loans and credit unions, main- 
tain their reserves on transaction accounts in one of four methods. 
These are valult cash, balances at a Federal Reserve bank, balances at 
a Federal Home Loan bank or balances at a member bank. This last 
method, "balances at a member bank" will cause irreparable harm to 
the ability of Casco and all nonmember banks to compete for business 
on an equal basis with member banks. It is discrimintory, anticompeti- 
tive and unfair. 

Presently, nonmember banks can equally compete for the accounts 
of all types of depository institutions, with the exception of member 
banks. These are usually working accounts, like most other business 
accounts. In many cases, where required, they also double as reserve 
balances for the depository. 
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Now this bill would prohibit these accountB from being used to 
satisfy the reserve requirements on transaction accounts. In this day 
of high interest rates, the Trea£urer cannot afford the luxury of idle 
balances. In fact, isn't that what led to all this discussion alxiut pro- 
viding member banks with a method of earning interest on sterimed 
reserve balances. 

At Casco, for example, we have over 110 accounts from financial 
institutions with average balances in excess of $8.5 million. In most 
cases, these are both reserves and working balances. We stand to lose 
those balances if tbej cannot be counted as reserves. At our current 
earnings rate of 9.83 percent we will lose over $800^000 in pretax in- 
come when those balances are pulled. That is $100,000 after taxes or 
almost 20 percent of 1977 earnings. 

If section 105 is enacted in its present format, depository institu- 
tions will be forced to sever longst^ding and mutuaUy beneficial ac- 
count relationships. Casco and all nonmember commercial banks will 
be put in the posture of being a legislatively disadvantaged competi- 
tor. This can easily be corrected by amending the section and inserting 
a comma and the words "nonmember bank or trust company" after 
the words "member bank" throughout section 105 (a) (2) . 
{£) Th^ provision for wiUform reserves on transactUmhtdances 

Like most comm^itators, I object to the ctmcept of a uniform reserve 
requirement on transaction accounts for all depository institutions. In- 
terestingly in Chairman Miller's letter and supporting documents, the 
only justification for a "universal" reserve requirement is that it 
"would place all depository institutions on a more nearly equal com- 
petitive basis." After my earlier remarks I respectfully disagree. With- 
out commenting on the logic of a proposal for "universal reserves" on 
deposits which excludes time and savings deposits, I suggest to this 
C(Hlunitt«e and the Congress that the most effective method of placing 
all depository institutions on a more equal competitive basis would be 
to eliminate the interest rate differential. However, that is not today's 
issue. 

It appears to me that the need for imiform reserve requirements 
is needed only to simplify the District Reserve Banks' mathematical 
computations. If the bill is amended both to permit interest pass- 
throuf^ and remove its anticompetitive sections, then I, for one, will 
not object to uniform reserves. 

[3) The payment of interest on reserves held at the Federal Reserve 
Banka 

I can appreciate the desirability of permitting the payment of in- 
terest (HI reserve balances. While it would be inappropriate to f<»ce 
membership on a state-chartered bank in The Federal Reserve System, 
it is clearly desirable that the number of such banks which become ot 
remain a Fed member be maximized to permit the most effective im- 
plementation of monetary policy. 

This bank, friMu its inception in 1933, has never been a member of 
the Fedra^al Beserve Syeteio. However, there would be a very strong 
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motivation for us to do so if interest were paid cm reserve balances. I 
believe similar motivations would apply to many other banks either 
to join, rejoin, or remain a member of the Hystem, if the legislatiMi 
were approved. 

It is necessary that this section be adopted. In my opinion, it will 
go a long way towards solving the membership problem. However, 
before the issue is permanently lost in campaign rhetoric, and dem- 
^gognery over Treasury rip-ons^ I suggest that this committee give 
favorable consideration to permit the interest payment to be tied to 
market rate and without hmitation on amounts of individual pay- 
ments. Any other method would be artificial and result in someone 
subsidizing somebody. 

(4) The iinposUion of charges for certamaerviceaprovidedhy Federal 
Reserve Banks 
I strcmgly suppoit the concept of explicit pricing of Federal Reserve 
services. 1 will ignore the philosophical debate as to whether or not the 
Fed should be mvolved m the paymraits mechanism which enables 
private citizens, businesses, and local governments, to make payments 
for goods and servicea The fact is that it is involved. The present 
challenge is to maximize the opportunity to mold that involvement 
into providing public benefits. 

At the present, most district Federal Reserve banks refuse access 
to nonmembers on the theory that the noninterest-beariug reserves of 
the members are providing payments for the services that the Fed 
provides. However, if it was forced to explicitly price these services 
on a fee basis without differentiating between member bank and non- 
member status, then access and use of these services would be based on 
a wilingness and ability to pay for the service and a desire for those 
services. This voluntary access should commence on the effective date 
of the pricing and not delayed as the Fed proposes. 

In the documentation accompanying its legislative proposal, the 
Fed outlined certain principles that it would use as guidelines for 
establishing prices. To those I would add the ones outlin^l in S. 2695^ 
that is based upon fuUy allocated current costs, botlk direct and in- 
direct, provisions for taxes and capital and based on known volumes. 
To summarize, I feel that S. 3304 has the potential to resolve some 
of the real banking problems of today. However, I caution this com- 
mittee to examine its provisions and not permit a Fed drafted bill from 
becoming anticompetitive and discriminatory to aonmember de- 
pository institutions. 

Thank you for inviting me and I will be happy to respond 
to questions. 
Senator Rieole. Thank you very much. 

I thing we'll listen to all three presentations before getting into 
questions. So, Mr. Preston, do you want to proceed. 
[Complete statement follows :] 
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INT RODUCTION 

I appreciate the opportunity to give you tiy views on the problems 
of retaining a dual system of banking in the United States and on 
Senate Bill 3304. I represent only fnyself. my bank, and Its custmers, 
but I believe that other small Federal Reserve member bankers are In 
substantial agreement with me on most points. 

This legislation Mill, very likely, be seen as the "last hope" of 
many small national and Federal Reserve member bankers. If useful action 
is not taken, the deterioration in the nationwide network of banks, large 
and small, that are directly supervised and regulated by the Federal 
Govermtent and its agencies will continue. I feel that tir;e Is running 
out and that something should be done quickly. 

I know that you need comments on the legislation being considered 
and I will give them to you; but feel that there may have been too 
little emphasis on the non-monetary effects of the departure of small 
banks frcm the Federal Reserve System. 

PROBL Lil 

Small banks are leaving the Federal Reserve System because of an 
unbalanced nationwide system of reserve requirements. There may be 
philosophical reasons also but no banker I have talked to left the Fed 
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for any reason other than the opportunity to move into a system that had 
lower or ntore liberal reserve requirements. This attrition of banks is 
we11 documented. 

I am sure that you have heard or will hear testimony on the problenis 
that this gives the Fed as they set aivl carry out monetary policy. I am 
not so sure that much attention has been given to non-monetary considera- 
tions. 

When the National Banking Systsn was established by Congress, a 
nationwide network of banks, large and small, was created. These banks 
were regulated, supervised and influenced by federal legislation. 

In return, these banks have served the Federal Government as a window 
into the comiunitles they serve. The national Interaction between bankers, 
examiners, and legislators has been valuable to the whole nation. 

Except for the Inequities in reserve requirements I like being a 
national banker. I believe this nationwide system of banks, imnediately 
responsive to federal legislation, has served Its customers and the 
country well. 

I believe that the help and regulation of the office of the 
Comptroller of the Currency, especially as demonstrated In the last few 
years, will create an exceptional network of sound, well managed banks, 
that will help us maintain a vigorous, efficient economy. 
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Back to the problem. As a national bank we must belong to the Fed. 
Because of this Me must keep a non interest bearing reserve balance at a 
Federal Reserve Bank. We're a small bank. Our reserve requirement Is about 
(500,000. A correspondent bank would probably be delighted to give us the 
same services that the Fed offers for a balance of $150,000. The $350,000 
difference less necessary vault cash, could be easily invested to earn 
about $14,000 a year. 

State banks that are non-manbers also have reserve requirements but 
as I'm sure you know, these are often lower and can usually be placed 
partly with correspondent banks of their choice and partly into interest 
bearing securities. 1 also understand that In some states, the enforce- 
ment of these requirements Is not stringent and that penalties are often 
light or non existent. 

Our bank Is bearing a burden that is not being born by state banks 
and others that are our competitors. When I say our bank; I man our 
customers, our employees, and our shareholders. I say this because any 
increased cost eventually hits each member of each of these groups. 

THIS DOESN'T SEEH QUITE FAIR 

This doesn't seem quite fair. The Federal Reserve System Is the 
only organization in the United States that has a primary responsibility 
to study and influence the econoniy so that individuals, businesses, labor 
groups, fanners, consumers, foreign countries and our goverrment will 
benefit. 

All expenses incurred in this effort are paid from revenues generated 
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by the operation of the Federal Reserve Banks. 

Any profits generated go to the United States Treasury, 

Income from other than earnings on securities is negligible. 

Hationa] banks and Federal Reserve member banks are the only 
organizations that are required to keep sterile, non-earning (except for 
services) reserves at the Federal Reserve Banks. 

THEREFORE, only national banks and Federal Reserve member banks 
directly Support the nation's monetary regulatory sytan — to the 
benefit of all others including their competitors. Additionally, the 
excess funds generated by the use of their reserves is used to reduce 
the tax load of the rest of the nation. 

This doesn't seem quite fair. 

If this isn't fair; if national banks arxJ their custoners are 
bearing an extra burden that helps competing institutions directly and 
indirectly— why don't they do something about it? They are. They're 
leaving the Fed, 

Why does a bank stay? High hopes and inertia mostly (except for 
large correspondent banks who will stay as long as banks are reiiulred to 
keep correspondent balances with a Fed member). 
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As a national banker I've learned the national Ums. The regulations 
and the examination system are familiar to me. To change means a new 
charter, a new name, new forms, new signs, explaining to customers, 
learning new ways. Small bankers don't need this kind of work. They have 
enough as it Is, and lack the time and help to work on it. Still— they are 
leaving. 

I understand the problems the Congress has in bringing an equitable 
solution to the problem. 1 would urge you to listen to the reasons why 
state bankers and others do not want a uniform reserve requirement. With 
a universal reserve requirement the problems they would have are the ones 
we have now. Can you blame us tor leaving? 

LEaiSLA TlOH UNDER COHSIDERATIOH 

To move on to the legislation being considered. It's caiiplicated, 
probably won't correct the problaii, and still seems unfair; but it's a 
start. 

U niform Reserve Requi reme nt s 

It Is too bad that such a conplex bill is necessary to solve such a 
simple problem. If all financial institutions were required to help in the 
nation's efforts to maintain gotxl times by keeping reserves at a Federal 
Reserve Bank, the conplications of pricing and paying interest on reserves 
would be unnecessary and the Treasury would receive increased revenue fran 
the Federal Reserve Banks! This would be caning out of the earnings of 
those financial Institutions that now get a free ride. 

However that may be; any reduction in reserves will help and the 
addition of other institutions even if limited to demand deposits and 



byGoogIc 



transaction accounts. w<11 tend to ease the inequities me noM bear. I can 
see that there will be pressure from non member institutions now and later, 
to etiminate or water down this section. 
Payment of In te rest on Reserves 
Paying interest on reserves Is also an effective and simple way to 
solve the problem; perhaps the simplest; but the reported amounts proposed 
sean inadequate in todays market, especially Mhen coupled with charges on 
Fed service. 

I feel that the exodus of small banks from the Fed would cease and 
some might even return if interest paid on reserve accounts was at or near 
market rates . 

I understand the concern of Congress that payment of interest would 
reduce the amount the Fed turns over to the Treasury each year out of 
their earnings. I appreciate the concern for the taxpayer who would have 
to make this up. However; disregarding services, the amount paid to member 
banks would be Just about the amount that member banks are now subsidizing 
the monetary control system of the country. 

If the amount of this present subsidy was paid to member banks as 
interest, it would eventually be distributed to stockholders In increased 
earnings, to their employees in increased salaries, or to the custoniers in 
less expensive or improved service. These are taxpayers too-'in effect now 
subsidizing their neighbors. 
Charges for Service 

Another part of the proposed bill calls for charges for service and 
serving non-members. Why not, if it's a fair charge for services rendered 
and other factors are equitable? 
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But— t see no reason why Tny bank should pay penalties of membership 
and also pay for service at the same rates as non-n 



There is no question that the services provided by the fed to member 
banks are valuable and well handled. The problem arises when required 
reserves that "pay" for these services are seen to be worth more in the 
market place and in correspondent banks. 

Another factor related to service that encourages inefficiency on 
our part and in the operation of Federal Reserve Banks: When you don't 
have to pay extra for something that is offered, you may eat it, drink 
it or use it even if you don't really need it. Some of the Fed services 
(that are now the only non-legislative tools that can entice membership) 
may be used simply because they are there, and have been more than paid 
for. A realistic service charge on services offered would probably weei* 
out non-economic uses of Federal Reserve facilities and staff. 

I have no objection to paying for service if everything else is equal 
and I have a choice. As it is now, we have no real choice and are in- 
directly, through balances, paying far more than the going rate. 

I can see pressure coning frcni correspondent banks and taxpayer groups 
to keep these charges high. 

ALTERHATIVES 

If a bill giving equity to member banks is passed, the Fed's problem 
of attrition will be solved. Anything less will allow the slow death of 
national banking as we know it, and the Federal Reserve System will be made 
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up of a few large banks and some weak, small ones that don't have the 
gumption to leave or the knowledge that they are being taken advantage of. 

CONCLUSIOH 

The legislation being studied may be the "last hope" of small national 
and mnnber banks who want to remain in their system— we need action. 

The bill takes a complex, still inequitable approach that is apparently 
made necessary by the reluctance of non-member institutions to shoulder an 
additional part of the nation's monetary regulation load. 

If the bill passes as proposed It may not stop menbership attrition. 

To sum up my specific thoughts on Senate 8111 3304: Reserve require- 
ments win still be inequitable and member banks must subsidize their 
competitors and others. Proposed payment of interest on reserves is not 
enough to balance the remaining unfairness of preferential reserve require- 
ments. Charging for services would be a good idea except for the other 
legislated inequities between users. 

I am concerned that after the bill is passed there will be inexorable 
pressure to reduce the interest paid on reserves to "protect the taxpayer", 
and to increase the price of services to prevent "unfair competition" with 
private enterprise. This, conbined with unequal reserve requirements, 
makes the prospect for retaining Federal Reserve member banks dim, for 
regaining them dismal, and for running one difficult. 
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Even so it's a start. I appreciate your efforts and hope you can 
find a May to improve the bi11 now or later ^n a way that will restore 
equity and help retain a strong, effective, nationally responsive central 
banking system. 

Thank you for the opportunity to express the views of a rural banker 
on a very important problem. 
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Senator RixoLB. Well, thank you. Let me just ask one question be- 
fore we ^ on and then well take our last witness here. 

That IS, how actively do you and others in the bank talk about the 
decision as to stay in for a while longer or do you finally decide that 
it's time to leave ? How much is that really an active topic of conversa- 
tion, a pending decision that's in front of you f 

Mr. Preston. In our board of directors meeting we have one director 
that probably says, "Hey, how about being a State bank, what would 
that do for our profits," probably about once every 6 weeks. It's the 
same fellow and the others all nod. 

Senator Rieolt;. But yet Uie step isn't taken, so something 

Mr. Preston. Hi^h hopes and inertia, I think, is the answer to that. 

Senator Rieoli:. So the rest of the members, while they listen to what 
he's saying, they may be getting nudged his way, but uiey stiU arent 
to the point where they are willing to follow his suggestion. Is that 
the pomtf 

Mr. Preston. I think they're ready. If I would nod my head yes, 
they would say when can we start. I have enough to do without that. 

Senator Sieole. So you're sort of the one who could in a sense cause 
the board to make that decision ! 

Mr. Preston. Tomorrow morning. 

Soiator RisoLE. And you're close to the point of throwing in the 
towel but you're not quite there yet! 

Mr. pREBTON. High hopes and inertia. In our community they were 
all national banks. By our commmiity, I mean our area. We have lost 
a few through mergers. We are about two national banks now instead 
of eight. 

Senator Biegle. But you would like to remain a national bank ? 

Mr. Preston. I like the system. I understand it. I think it's improv- 
ing every day. The bank examination system especially will eventually, 
in my opinion, create a chain of well-managed banks. In this new sys- 
tem, the Comptroller of the Currency is emphasizing management, not 
Government control. I like that. I'd like to stay with it. State systems 
are fragmented probably. There are probably some great ones and 
there are probably some that aren't so great. Also the continuity in the 
State — I have seen in our own State good years, mediocre years, bad 
years. 

Senator Rteole. This is not exactly germane — ^that's sort of a term 
of art around here — but how do you f wl about Bill Miller ? How do 
you think he's getting along! 

Mr. Preston. He's getting some action. I like him. It's been too mudi 
talk for the last 5 years. 

Senator Biegle. So you feel pretty good about him so far! 

Mr. Preston. So far. 

Senator Bieoi^. Mr. Shea, why don't we hear from you t 
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8TATEMEHT OF JUREHIAH P. wrntA^ PBESQERT ABD <?H^y^ EX- 
ECUTIVE OPflCER, BAHE OF SELAWAKE, WnJOHOION, DEI. 

Mr. Sbxa.. Thank you, Senator. 

My name is Jeremiah P. Shea. I'm president and chief executive of- 
ficer of the Bank of Delawai-e, Wilmington, Del. 1 don't intend to i«- 
peat the remarks submitted earlier but will briefly summarize and sup- 
plement those remarks. 

Our bank is one of 17 commercial banks operating within the State 
of Delaware. Of these li banks, only & are member banks, and that by 
reason of their national charter. They are small banks i-^resenting 
only '2% percent of the total banking resoui'ces within the State of 
Delaware. 

Our State is perhaps unique in having such a small Federal Reserve 
presence. We are a publicly owned osapany, a local company with 
5,700 stockholders, none of whom owns as much as 1 percent of onr 
stock. There is no controlling stot^hoider interest. We vk something 
over $600 million in total resources and we operate 30 branches around 
the State. 

In 1972, as I outlined in my formal remarks, we gave up, and reluc- 
tantly I might add, a 54-year relationship with the Federal Ueserve 
System. Our bank then, as it is now, was strongly oriented to the 
credit needs of our local community. Our loan-deposit ratio, as an indi- 
cator, has not been below 66 percent in my memory and usually in the 
70-76 percent range, and currently it s running about 70 percent with 
almost all lending being done to Delaware business. 

We left the Federal Keserve System because of the cost of continued 
membership, because of the loss of lendable funds that this immobiliza- 
tion of reserves represented, and for competitive reasons as outlined in 
my prepared remarks, in a community with four strongly competitive 
bftiiks, two of whom were members, two of whom were not. 

Tlie heavy demands of Federal Reserve membership siphoned funds 
that we could lend and it reduced bank earnings sub^ntially. We ex- 
peri«iced a 35- percent share of saving in the iirst year after our depar- 
ture or about 10 percent of our 1972 earnings or in terms of dollars, 
about $450,000 saved after taxes. 

As I understand Senate Bill 3304, it would essentially return us to 
our pre-ld72 condition. It would substantially increase our costs. It 
would immobilize funds that we are now able to invest or otherwise 
use to pay for services. It would enhance the competitive advantage 
of noncommercial institutions over us and over other commercial bauKs 
in the area. 

A minor point perhaps, but the 26 percent per year phase- in referred 
to with respect to the new reserve requirements is only a device that 
would delay the day of reckoning. 
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We don't believe that uniform reserve requirements are necessary 
to achieve the Federal Reserve quest for greater monetary policy ef- 
fectiveness. If the conditions of membership were more attractive, we 
think that the tide would turn as nonmembers and foi-mer members 
considered this situation, their cost-benefit ratio. If we are proven 
wrong in this theory, if this did not produce the deeired results, then 
we would have to admit it and say that universal requirements would 
appear to be the next logical step. 

A plan acceptable to us, if universal requirements came into effect, 
would allow vault cash to count as reserves, which it does now under 
both Stat« and Federal rules, but it would also allow corresptHident 
working balances to be counted as reserves which it does now under the 
Stat« but not under the proposed Fed rules. It would substantially re- 
duce both the range and the rate of reserve requirements. It would 
allow for the payment of interest at reasonable market rates on those re- 
serves maintained in the Federal Reserve Bank of Philadelphia. It 
would require the Fed to charge explicit rates and prices for services 
rendered. It would make provision for inclusion in the total depc^it 
base of those savings and time deposits not confined to commercial 
banks alone, but those in thrift institutions as well, referred to in the 
proposed legislation as transaction accoimts. 

It would allow — and here I'm digreeeing to Congressman Reuas' 
proposal of last week — that the rediscount rate would continue its 
present function as a signal flag to the financial community. 

Finally, we would strongly suggest separation of the consideration 
of interest on reserves from the pricing of services. The Fed, through 
S. 3304, is saying in effect that we will give you a dollar as long as we 
are legislatively authorized to take it back, and in fact must take it 
back because of Treasury financing requirements. 

I agree with Mr. Perkins ana others who have spoken here this 
morning that the tie-in of pricing and reserves along with Federal 
budget requirements is not or are not homogeneous considerations. 

I would be pleased to answer any questions that you may have. 

Senator Kiegle. Thank you, Mr. Shea. 

[C<»nplete statement follows:] 
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Senator Biegu;. How much inflation are we seeing at tlie prearait 
time and over the last 2 or 3 years in terms of bank services to cus- 
tomers! In other words, as you price out different aspects of what you 
can do for somebody who banks with you, how much mflationary pres- 
sure are you experiencing and how much are you having to pass on to 
your customers 1^ Any of you can respond to that if you wish. 

Mr. Shea. The inflationary pressure is there. Obviously, we are in a 
labor intensive industry that is trying to shift more toward a capital 
intensive industry in an effort to contain those costs. I couldn't put a 
dollar figure on it because it's not that clear-cut. Where heavy labor use 
is involved it's substantial and where we have been able to automate we 
have been able to fairly well hold the line. 

Senator Rieole. How do you pass on costs to customers ! What's the 
most direct way that you can push a cost increase that you're experi- 
encing on through to the user of your services? 

Mr. Shi:a. In the case of consumer depositors, checking accounts pri- 
marily. That's done through either the establishment of a balance re- 
quirement or the charging of a monthly fee or the two in concert ; that 
if a certain balance is not maintained that there is a monthly fee for 
the handling of the account. 

In the case of the commercial depositor, it's much like the system 
that Mr. Perkins described earlier, where the customer is ^ven a theo- 
retical earnings credit for that part of his balance that we are able to 
invest after allowing for reserve requirements and those items that 
have not actually been collected. That figure is set to one side and is 
used to offset the charges for the units of service made on the other side. 
If the total earnings credit is ccaisumed, then we make a direct charge 
to the customer's account for any deficit in his balance or in his earnings 
credit 

Senator Kieole. In a sense, th»i, you charge your customers for your 
services. If you look at it over the last 2 or 3 years, has there been a 
measurable increase in what you are having to charge them for what 
you do for them ? 

Mr. Shea. Yes ; there has been. 

Seruitor Rieole. Could you express it in a percentage term roughly, 
just to give us an idea! 

Mr. Shxa. I'd say 25 to 50 percent and it would be considerably larg- 
er than that except for the impact of extremely competitive environ- 
ment in the correspondent banking fraternity. 

Senator Riegle. What's happened in your banks in this regard? 

Mr. Preston. We have a little different philosophy. We dont feel 
our service charge is our income. These are service charges on deposit 
accounts. We feel that we are paying our customer for the money he lets 
us use. In other words, if he has a balance of $100, we are paying him 
a service of 20 checks a month and two deposits or whatever he uses on 
his account. So this is a cost to us to get $100 to lend. 

Our basic biggest problem is the interest we pay on savings. There 
are two kinds of costs for money. One is interest and the other is serv- 
ices, which amounts to tellers, capital facilities and so on. Our basic 
business is making loans. We pay for money. That's a cost. We get our 
money back by charging for it when we loan it out. So the basic place 
we should recover any inflation or any other increased cost which , 
would include these implied costs of Federal Reserve membership 
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would eventually go to our loan customerB, I would say, in our 
situation. 

Senator Rieole. The loan customers in the sense that you would 
charge them a higher interest rate f 

Mr. Preston. It would be a higher interest rate basically, which is 
a problem too because of unrealistic usury rates. 

Senator Rieole. So let me ask, apart from the normal swings in in- 
terest rates, sort of the secular change in interest rates, are you find- 
ing in your bank that there's an upward creep in a sense in the cost 
that you're charging your customers which is inflation related — and 
I guess you're saying in effect that's showing up in the fact that the 
interest rate, all other things being equal, is higher because built into 
that is this increment. 

Now, if so, what would that percentage increase look Jjke in your 
bank over the last year or two ! 

Mr. Preston. I think it would be almost exactly the same as the in- 
flation rate in the economy — 6 percent a year, 7 percent a year, 8 per- 
cent a year, 10 percent 1 year. Most of our cost is interest which is 
affected definitely by inflation rates. The other costs are for people, 
machinery, supplies. I'd say basically the inflation is the same for our 
industry as any industry. 

Senator Gieolj:. How about you, Mr, Donovan ! What would be your 
experience there ? 

Mr. Donovan. We have definitely factored inflation in the ^'Stem. 
About 18 months ago we discovered that after an attempt to raise our 
prices back to 1973 that had been aborted by the wage and price con- 
trols that went in at that time we had for^tten about it and toward 
1975 and we were looking at declining eammgs and increafflng costs — 
we resurrected the pricing structure. At that time we instituted in- 
creases of roughly on the magnitude of 50 to 75 percent on specific 
services. At the same time, we formed a committee of internal cmBcers 
connected with those areas that are cost sensitive and this committee 
reviews our service charges covering the whole gamut periodically 
and makes recommendations to management as to what we could do 
to recapture those costs. We definitely factor inflation in. We have to 
or we get killed. 

Senator Eieole. So what would your cost increases over the last 
year or two look like, would you say, percentagewise f 

Mr. Donovan. In the last 18 months we have increased costs prob- 
ably after the initial jump somewhere on the magnitude of about 15 
percent on some items over the last 2 years. 

Senator Bteole. Xow if we were to see a proposal passed then that 
would allow banks that are in the Federal Reserve System to receive 
a full interest payment, let's say at competitive rates, on their reserves 
that are held by the Federal Reserve, that would give you all a shot 
at additional money. I mean, it would be $14,000 in your case and 
larger in terms of larger banks. Would this money be used to lower 
the cost of services to custtHners ( What would you do with that money 
or would that just be swallowed by the banks and make its wa^ 
through the additi(mal net income and retained earnings or divi- 
dends, or would you use that as a way to roll back maybe some of the 
price increases that you're having to pass on to people! What do you 
think would happen to that if you nad that windfall i 
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Mr. Shea. The 2-percent provision? 

Senator Kiegle. I'm saying we went to a competitive rate. We ac- 
tually paid a higher percentage. Let's say you were paid a percentage 
rate that — I don't know what that would be today, but 6 percent or 
something in that range. 

Mr, Shea. Well, by and large, those dollars would be dollars that are 
already invested at comparable rates. There would be a substitution 
of funds. I don't see there would be a net dollar improvement in our 
income. 

Senator Rieou:. The Fed is not paying you interest now. If they 
began to pay you interest on the money they are holding for you, 
wouldn't that give you a sizable 

Mr. Shea. I tiiink it would have an impact on Mr. Preston's bank 
since he's a member. 

Senator Rieqle. I'm saying If you were a member, I guess I'm post- 
ulating it in that fashion. I'm saying maybe the question is not a good 
one for you to deal with. I ought to be talking to somebody who's in 
the Fed, but I'm wondering as a general propc«ition if the Fed were 
doing that, and let's say you as a Fed bank were to become affiliated 
with the Fed, if this would have the effect that it would be a large 
enough item on a one-shot basis that it would actually benefit the caa- 
sumer in the end in the sense the consumer would get a better break or 
does it basically benefit owners of bank shares? In other words, where 
would Uie money go once the Fed gave it to the bank? And I'm 
wondering if the competitive situation today and the anti-inQati<Hi 
spirit is such that a lot of bankers would say this is a great chance for 
us to roll back some of our recent price increases and get the cost of 
our services down because we're not having to pay for something — 
in a sense, we're not having to have our money sitting there idle and 
therefore we can afford to preserve our profit margins and lower our 
prices, or would the general response be inclined to be t^at this is a 
windfall and this is something that the people who own and run the 
bank get to keep ? 

Mr. Shea. If we were subject to universal reserve requirements, it's 
our calculaticm that we would have to add roughly $10 to $12 million of 
reserves through the Federal Reserve which would be offset to some 
extent by reduced requirements that we would have to keep at other 
correspondent banks, I guess I'm getting back to my original point, 
it would be a substituti<m of dollars and really no net gain of income 
to us. There might be an income gain to the larger correspondent l^nks 
that have these tremendous deposits on balance at the Fed and in fact 
we would hope to see that and expect it would trickle through into the 
pricing system for correspondent banking services. 

Senator Rieole, I appreciate what you're saying witii respect to 
your banking situation. How would you see it ! 

Mr. Fbeston. You've got me, because if you pass something like this, 
I'm going to get some money and you want to know where it's going. 
I think it win eventually get thrown into the pot. It will go every- 
where eventually. Shareholders will get some of it and should in divi- 
dends. The bank will keep most of it, in my opinion, and it will be 
part of our capital which increases our ability to serve the public with 
more loans. We'll buy some machinery with it, automated tellers or 
whatever comes down the line. We need this money in our bank to 
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will benefit, including our employees. 

Mr. Donovan. I think that 's a fair assessment, Senator. I think it 
will be spread amtHig the various publics that a bank serves not only 
its own shareholders but its employees, its customers, through either 
reduced costs or improved services. I think one of the benefits that has 
been somewhat ignored and was touched on earlier in the testimony 
is capital ratios, that the banks will retain greater amounts of earnings 
in their capital structures and that will benefit the community itseu, 
whether they're customers or not, because you will have a stronger ORn- 
munity. Without earnings you cant have a strong bank, and I feel 
that it's an idea whose time has come. 

Senator Ki£ole. But if somebody were to ask us the question about 
that we would not be able to say that that's necessarily tae> windfall to 
the consumers. In other words, they are not necessarily going to be the 
ones that end up in effect getting this on a passthrough. 

Mr. Pebston, You might think of it in terms of if we don't get it. 
There's a certain level m profits that every industry, every bu^ness 
must have. If we're $14,000 short somewhere, it would either come out 
of dividends, capital, which will get the Comptroller of the Currency 
on our neck, or we will have longer teller lines, old-fashioned systems — 
pick up your statement instead of mailing it. Eventually the consumer 
will suHer because after all stockholders and employees are consumers 
too. 

Mr. Donovan. If it costs me 15 cents to process an item, whether I 
get money on my reserve balance from the Fed or not get money on my 
reserve balance from the Fed, it's going to cost me 15 cents to process 
t^e item, and I'm going to pass iimt through. Now, competitive pres- 
sures might restrict the amount that I can pass tliroiu;h, but it's difficult 
to make a categorical statement that the ccsisumer wm get all of it. 

Senator Rzegle. Apparently if the Fed were to pay competitive 
rates on reserves that it holds and then price explicitly for services and 
to do that properly, the revenue loss on paying competitive rates <hi 
reserves would cost the Government $1.8 billion, and the offset in 
pricing for services would be about $400 millicoi. So if we were to 
talk in terms of what might be a very clean way of doing it, you're talk- 
ing about an initial shortfall in terms of the Federal budget of $1.4 
biUion, which is a pretty stiff one, and I think probably under our cur^ 
rent conditions, even if one were to make an argument that that was 
a theoretical desirable way to start to reengineer the system, I'm not 
sure that it's feasible or sound to take that mnd of a shot. Although if 
that were not a consideration, it certainly has some appeal to me, that 
the idea that the funds kept ought to be paid at the competitive rate 
and in turn whoever is using the services ought to pay the fair cost for 
those services and people who take a lot pay for it and those who take 
less get paid for wlut uiey take and we would have the thing on sort of 
a rational footing. 

The problem is how we get from here to there, and that's sort of 
where the debate seems to lie at tiie moment. 

Let me pose some questions for you that Senator Prozmire is inter- 
ested in having respcmses to. 

Mr. Shea, you support universal reserve requirements with three 
limitatuHiB : (1) an exclusion for Bnull banks; (2) an inclusion of 
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other-financial institutions with regard to their transaction accounts; 
and (3) lower reserve requirements. 

Let me ask you about all three of these. First, how bi^ an exclusion 
would ^ou prefer would be the first $10,000, $25,000, $50,000 deposits 
at each institution, or what figure ? 

Mr. Shea. I have no firm answer to that. I have been getting a 
crash course in the intricacies of this subject in the last few weeks, and 
I frankly wouldn't know where to draw the line other than state the 
principle that the smaller banks should not have to bear the same kind 
of bunien or pressure that larger banks are subject to and are better 
able to deal with. 

Senator Rieoi<b. Should all savings deposits be considered transac- 
tion accounts ? If not, how do you differentiate ? 

Mr. Shea. I can only speak to our own area where a large savings 
bank has a very widely distributed debit card which in essence opens 
up some indeterminate portion of their savings accounts to transac- 
tional definition, and I think that's got to be looked at in terms of 
just what the impact is within that bank's savings deposits. But this 
is a card widely distributed, widely used, and is used as cash. There's 
somewhat of a discount paid by the merchant and credited to the 
depositor's account as an incentive for the depositor to use it, and it is 
used. It's a very good plan and I have nothing but compliments for it, 
but in looking at the other side of it, where do you draw the line be- 
tween demand deposits and savings deposits! 

Really, I'm turning the question back because I don't know precisely 
how to deal with that. 

Senator Rieolb. What level of reserve requirements on transactitm 
accounts and time accounts do you think is reasonable? 

Mr. Shea. Well, the range now is 7 to 22 percent. I think that the 
range should be lowered sulwtantially, perhaps down to zero — I'm talk- 
ing of range now, not the actual number — to ^ve the Fed the right to 
continue to move in a lower direction, and that the limit be brought 
down from 22 percent to some other reasonable number, whether it 
would be 8, 10, 12, 1 dont know. You have experts who have appeared 
before you and who will probably appear later who would be able to 
give you a better answer to that. 

Senator Rteole, Mr. Presttm, what is your reaction to a proposal to 
exempt the first $50 million of deposits from reserve requirements to 
lower the reserve requirements ratios and to make such requirements 
mandatory and uniform for all depository institutions ? 

Mr. Pkeston. This would solve m^y problem. I see others though. 
The American Bankers Association represent not only me but 60 per- 
cent of the banks in the country who are nonmember banks. They have a 
real problem. You're changing the rule to help me. The other thing I 
wonder about is: we're using reserve requirements here as a tool to 
maintain Fed membership. Now, you can argue about reserve require- 
ments, whether the Federal Reserve needs them or not in their 
monetary policy, but yoii mav be giving up an important tool for the 
wrong reason. At this time, if there was any reason to change the re- 
serve requirements, it would probablv be up, not down, as this tool is 
used as a monetary control method. That would bother me a little bit 
on a nationwide-ABA level, but speaking as a small member tmnker — 
50 puvent of the banks in the United States are under $25 millicm, and 
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about 4 out of 10 of these are iiati<Hial banks or Federal ReservB mem- 
ber banks, it would solve our problem. 

Senator Rieole. You saia in your testimony, "If the bill passes as 
proposed, it may not atop membership attritirai." I'm wondering, do 
you believe that membership in the central bank is something that 
should be continued, or should we attempt to get affiliation with the 
Federal Beeerve for all banks i 

Mr. Phkston. I think you should have a choice. The Federal Reserve 
might do something that is counterproductive in our c^ini<»i, and we 
should have a place to go. I think that State bankers are like I am — 
they believe in their system. They use it well and it's valuable to them. 
They should have the choice as far as the regulatory part As reeervee 
requirements go, it's too bad mandatory reserves weren't started 100 
yeara ago. We wouldn't have tins problem and the Fed would have 
more interest. 

Senator Rieole. Mr, Donovan, you argue in your testimony that non- 
members as well as members should be Slowed to invest reserves in its 
correspondent bonks. Can you explain to us why you see this as being 
important? 

Mr. Donovan. I think my testimony addressed that issue, Senator, 
and to repeat it, the definition — we're throwing terms around here that 
are confusing people, but the definition in the bill of the depositoiy in- 
stitirtJon covers the whole gamut of what's nicely known as banks. It 
covers commercial banks. It covers savings banks, S. & L.'s, and it cov- 
ers credit unions. 

Now at the present time I have a sub^antial number of savings 
banks, credit unions, and S. & L.'s in the State of Maine as my cus- 
tomers. Now all of a sudden you're going to tell them that the balance 
they maintain in Casco Bank, which is a nonmember, is a tainted bal- 
ance because they cannot use that balance in computing their reserve 
assets. So all of a sudden I'm discriminated against and, as I say in 
there, we have 110 accounts in this category and we have $8.5 million 
in balances which I stand the risk of losinf^, and I will lose overtime, 
because it's not as attractive as a balance tnat they would have across 
the street at Maine National which is a member bank. 

Senator Rieol£. Is the lack of access to Federal Reserve services ad- 
versely affecting your bank ! 

Mr. Donovan. No. We can obtain those services through our corres- 
pondent banks, and we are permitted, if we put the items in machine 
form, to clear through the RPCP that the Fed maintains in Maine, but 
we are not at a disadvantage. 

Senator Rieole. If you had access to Fed services, do you think you 
would use them ? 

Mr. Donovan. There are certain services we would use certainly and 
we pay a price for them now indirectly. We order currency and coin 
through the Fed in Boston and the only difference between me and a 
member bank ia that I pay hard dollars for them to Brinks and they 
get the Fed to pay for it. We maintain some safekeeping at Fed 
through Fed member banks and if we had to pay for it we probably 
still would, and I think we would continue to use the services that we 
use. We might consider whether we would send more items to the Fed 
for collection as opposed to sliding them to correspondents, but we'll 
really get a better availability of fimds out of corresyondect&. 
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Senator Rxeole. Mr. Shea, let me ask you the same question. Does 
the lack of access to Federal Reserve services adversely affect your 
bank} 

Mr. Shxa. Not at all. As I outlined in mv remarks, thia was a major 
consideration before we made the move toW sure that we wouldn^ be 
impacted adversely in the availability of services and through the use 
of correspondent banks we have been able to actually enhance the col- 
lection effectiveness. We have reduced costs in some areas. We were able 
to substitute for the lack of access to the discoimt window through the 
arrangement of large credit lines for reserve purposes with major cor- 
respondents and are satisfied that in every respect the service was as 
good or perhaps even better than we had experienced as members of tiie 
Federal Reserve. I'm talking about 1972 conditions. 

Senator Rieole. Are you saying then that you're not necessarily in a 
position to make a comparative assessment as to the efficiencv now of 
the Fed in providing the services versus the correspondent banks! 

Mr. Shea. No ; for this reason : The operating procedures of the 
Fed, as with all banks, change from time to time as new transporta- 
tion schedules become available, and they offer you different options 
as to how vou break your work down before you send it to them or 
whether it's more advisable to send work directly to another bank, 
and these operating circulars and manuals are constantly being re- 
written to reflect these changes. But at that time the statement is true 
that we could match and exceed the service we were getting. 

Senator Rieole. Mr. Donovan, commenting as a nonmember insti- 
tution, should the discount window be open for all depositories and, 
if so, what requirements should be established for that usage? 

Mr. Donovan. To quote the Fed, the discount window is a privilege, 
not a right. That's what they tell you when you go there, and the re- 
quirements of borrowing in the Fed are not any big deal. I mean, you 
so in there and you borrow for a short period of time and you pledge 
liquid collateral. Now there is a certain mystique connected with tiiB 
fact that the Fed is the lender of last resort and you wonld like to think 
you would be able to get monev from them if it was that type of a 
situation. I think that presently I could go to the Fed today and I could 
borrow provided they advanced the credit to me. What is my penalty 
for not being a member? It's two points over the discount rate. I think 
the thing that vou will never be able to legislate is the attitude that 
the district Federal Reserve bank has in welcoming nonmembers at 
the discount window, and maybe if it's in the statute that they have to 
accept us as first class citizens then there might be an advantage to it. 
But borrowing arrangements are available from correspondent banks. 
We too have liquidity lines established that satisfy our needs if we 
should ever have to use them, and so far we have not had to use them ; 
but WB compensate the correspondent bank for those credit lines that 
are available. 

I think it would be nice to have the window, at least in theory, open 
to all depository institutions, but it's reallv not that necessary. 

Senator Rieolr. Let me ask any of vou that want to respond if there 
fwiould be a similar nnbundlinc applied to correspondent services as 
at least some people want to applv to Fed services and. if so. in what 
manner could that kind of a project proceed ? 
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Mr, J)0N0VAN. Senator, I think there is unbundling now. I think 
that's a, miaconception by whoever wrote the question. I know so. I 
pay hard dollars for the services I get from correspondent banks. We 
do get an earnings credit on the balance, but we keep our balances at 
certain correspondents down to the bare minimum to cover items in 
transit and we compensate them with a check at the end of the month. 

Now assuming that the Fed unbundled, would my prices change? I 
think there's a possibility that would happen. They might change by 
increasing, only because the value of the balance might change, but 
it's a misconception on somebody's part that there is this term un- 
bundling between correspondents, 

Senator KiEOLfi. So you say it could be a much cleaner situation. 

Mr. DoNovAM. It's a whole lot cleaner in the private sector because 
it is competitive. The Fed has no competitors. I mean, you belong, 
you get to use what you want. If you don't, there's no benefit to you. 

Senator Kiegle. 1 have noticed that they can be a bit highlianded. Do 
either of the other two of you want to comment on that i 

Mr. Shea. Only to confirm what Mr. Donovan said. 

Mr. Pbeston. 1 would conhrm it. It's a ditt'erent system but it's a 
free choice. You don't pay dollars and get interest, but it's the same 
effect. 

tienator Hiecile. We may have some additional questions that other 
members of the committee would want to have you i-espond to for the 
record, but I have nothing more now at this tmie myself. So let me 
thank each of the three of you for appearing today and for coming 
and giving us your testimony. It's be«i very helpful to us and we ap- 



The committee stands in recess. 

[Whereupon, at 12 :30 pjn., the hearing was recessed, to be recon- 
vened at 10 a.m,, Wednesday, August 16, 1978.] 
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FEDERAL RESERVE REQUIREMENTS ACT OF 1978 



WEDNESDAY, AUaUBT IS, 1978 

V.S. Senate, 
ComoTTBE ON Banking, HonsiNa, and Ubb&n Affaqes, 

Washd/nfftony D.C. 

The committee met at 10 a.m. in room 5302, Dirksen Senate Office 
Building, Senator William Prozmire, chairman of the committee, 
presiding. 

Present : Senators Proxmire, Brooke, Kiegle, and Sarbanes. 

The Chairman. The committee will come to order. This is the com- 
mittee's third day of hearings oa proposals related to reserve re- 
quirements and Federal Reserve memDership. 

Thus far there is no clear consensus on a solution. There is agree- 
ment that the special problems on small banks and thrifts must be 
recognized and that in general reserve requirements set by the Federal 
Reserve should be lower than they are now. 

The banks would like to receive interest on reserves, but that is not 
seen as a permanent solution to the Federal Keserve's problem of at- 
trition of members. Moreover, the precedent of some interest payment 
would surely lead to additional demands for larger interest payment 
in the future. 

Our first witness today is the Honorable Bobert Carswell, Deputy 
Secretary of the Treasury. Mr. Carswell, I am sure that the Treasury 
and the administration would be concerned if the Ccugress landed the 
banking community $1.8 billion, which is the market return on reserves 
at the Federal Reserve. We will be especially interested in what you 
may suggest as an alternative solution to help the Federal Reserve. 

Mr. Carswell, you may proceed as you like. We would appreciate 
your taking about 10 minutes in your oral presentation. 

Before you begin, Senator Brooke, the ranking member of the com- 
mittee, has a statement. Both Senator Brooke and I are going to be 
relieved by other Senators a little later, because we both willbe re- 
quired in a markup of the Defpnse appropriations bill this morning. 
Senator Brooke. 

STATEHEST OF SEHAIOS BROOKE 

Senator Brooke. Thank you, Mr, Chairman. Mr. Chairman, after 
several years' discussion by the Federal Reserve Board Chairman and 
others of the problem of declining Federal Reserve System member- 
ship, I am pleased that we are promptly holding these hearings on the 
comprehensive proposal of the Board to resolve the membership prcii- 
lem. Furthermore, we ^ould note that the Housing Banking Com- 
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mittee has already begun markup of this proposal. In view of the im- 

t)ortanfp of tliis IcKiHlative issue, I hope this committee will treat the 
■"ederal Keserve Hoard proposal with promptness as well. 

After more than a decade of decline in the number of banks that 
are members of the Federal Reserve System, the need for attention to 
this problem is quite obvious. The Board reports that in the last 10 
ycai-8, 551 banks have withdrawn from membership. The proportion of 
commercial bank deposits held by member banks has declined from 83 
percent to 7;J percent. AVc may not know the precise point at which 
declining Federal Reserve System membership seriously weakens con- 
trol over monetary policy, but in a period with deep problems in our 
economy, we must maintain the strength of the Nation's central bank- 
ing system. 

To respond to this threat to the central banking system, the Fed- 
eral Reserve proiK)ses a four-part plan. First, interest would be paid 
on required reserves. 

Second, i-eserve requirements for member banks would be reduced 
in two stages. 

Third, explicit prices for Keserve Sy^m services would be imposed. 
Finally, universal reserve requirements would apply to all demand 
deposits, share drafts, and NOW accounts whether held by mem- 
ber banks or not. 

I would like to discuss each of these elements of the Board's proposal 
in turn. 

First, I strongly support permitting banks to receive interest on 
required reserves. This is clearly the most important element of the 
Board's proposal to prevent further attrition from the Federal Re- 
serve System. Member banks arc now seriously disadvantaged by main- 
taining substantial non-interest-eaming reserves. November finan- 
cial institutions generally are allowed to hold reserves in the form of 
low risk, but nonetheless interest -earning assets. The competitive dis- 
advantage to member banks is apparent in the consistently lower aver- 
age prohts of member banks compared to nonmember banks. 

This unequal treatment has become particularly important in re- 
cent years. First, persistent inflation and generally high interest rates 
have increased the costs, in lost earnings^ from keeping reserves in the 
Federal Reserve System. Second, competition in banking has increased 
dramatically, especially through the growth of the savings industry 
and the credit unions. I would add that this heightened competition 
is, to some degree, a direct result of congressional action encouraging 
formation of these competing financial institutions, I am not su^est- 
ing that competition should be curtailed,. We must recognize, now- 
ever, that our actions have increased the attention which the financial 
institutions must give to earnings on all assets, including reserves. 
Permitting banks to earn interest on required reserves can reverse this 
unequal treatment of member banks, and significantly reduce the 
burden of membership in the Federal Keserve System. 

As indicated in your opening statement yesterday, it is apparently 
your view, Mr. Chairman, that the Treasury already gets the Keserve 
System's earnings on these reserve deposits, so why give any of it back 
to the banks ? The Chairman's view on this issue, in my opinion, could 
not be more wrong. From this perspective, non-interest-l»aring 
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reserves amount to little more tlian a hidden tax on some of the Nation's 
banks. We must remember, though, that the Treasury has no claim 
granted by Congress to take these funds from the banking system. 
Furthermore, continued erosion of the membership is reducing tiie 
Reserve System's payments to the Treasury. 

I also support the second part of the Board's proposal which would 
gradually simplify and reduce reserve requirements for member banks. 
This would further ease the burdens of membership, particularly for 
smaller banks. I note that the Board would adjust open market opera- 
tions to assure a neutral effect on monetary policy during the phasing 
in of these reserve requirement modihcations. 

With regard to pricing Federal Reserve System services, I am also in 
basic symjpathy with the Board's proposal. From the standpoint of 
efficiency it certainly makes sense to me to charge for services used by 
financial institutions. Furthermore, as check volume continues to grow 
and new electronic funds transfer systems develop, this is a keytime to 
encoura^ development of private sector alternatives to Reserve System 
domination of payments- clearing functions. Private sector compe- 
tition can only develop, however, in an environment of pricing by the 
Federal Reserve that reflects all System costs for services. 

Finally, the Board proposes "universal reserve requirements" that 
would apply to transaction accounts of all financial institutions, 
whether member banks or not. This, I am sure, is the most contentious 
element of the Board's proposal, because it removes from the majority 
of the Nation's flnancial institutions thechoice of whether to contribute 
to the Federal Reserve System. Certainly legislation requiring de facto 
participation in the Reserve System by all banks would substantially 
solve Uie membership problem. However, it would also significantly 
alter the basic structure of the banking system, and possibly tilt the 
balance between State and National bank chartering too far against the 
State system. 

I will keep an open mind on this clement of the Board's proposal, but 
hope that it proves to be unnecessary. A careful structurmg of inc«i- 
tives for Reserve System membership through interest on reserves and 
reduced reserve requirements should correct the problem of member- 
ship attrition. I believe we should authorize these incentives and the 
rationalization of pricing for Reserve services. If these actions prove 
insufficient to correct the membership problem, then we can reexamine 
universal reserve requirements or other measures which by l^slative 
flat insure adequate central banking syst«n control over our monetary 
policy. 

Mr. Chairman, let me repeat that I appreciate these prompt hearings 
on this important legislation. The problem of declining Federal Re- 
serve System membership should be resolved this year. The time is now 
. ripe to resolve these significant banking issues, and I hope the com- 
mittee will proceed quickly to formal consideration of the legislation. 
I regret tnat I will not be able to stay through the competition of 
your testimony, Mr. Carswell, and to ask questions. I would like to 
submit some questi<His for the record, if I may. 

I would also like to welcome the Comptroller. I always enjoy meet- 
ing with him and having an exchange with him. Of course I want to 
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acknowledge the presence of our Banking CommissifHier front die Cmd- 
monwcaltii of AlaBsachusetts, for whom I have the highest esteem, sd- 
miratim, and respect. 

Thank you, Mr. Oiairman. 

The Chairman-, Before you depart, Senator Bnx^e, this is a very 
interesting opening statement. The trouble is we can always solve 
problems By spendmj: money, the taxpayers' money. Here we go again. 

If we are going to give the bankers something they have never had 
before, ever, that is, interest paid by the Federal QovenmiMit on tlie 
reserves they are required to keep, it is a preced^it that is going to be 
verv, very hard to hold down. 

The Federal Reserve indicates the cost now would be relutivdy 
modest, but it is likely to be a very heavy cost indeed. And to argue 
that the banks have an absolute right because their reserves are steri- 
lized doesn't maJie any sense on the oasis of precedent or on the basis of 
policy. The banks, after all, do have a great privilege, th^ are not 
forced to be bankers, nobody forces a bank to m chartered, "ftiey do it 
because they recognize it is a good thing, a very good thing. Aiid the 
retiuirement that they hold reserves is sometbmg we ha-ve had, as I 
said, perpetually, and it is a system that has worked rather weU. 

For us to abuidon that, especially in view of the fact that the oon- 
^deration we can give to it in Che closing days of this session would be 
abbreviated, it seems to me is a profound step that we should be very, 
very careful in teking, and recognize the serious cost that this may im- 
pose on the Treasury and ultimately, of course, coi the general taxpayer. 
Senator Brooks. I recognize that. But you also recc^nize the erosicKi 
of Reserve System membership. I am sure you are awaie of it ; you have 
been concerned about it, as I have, and many others. Hie questions is: 
What is a viable alternative f 

The Chairman. Well, I think there is a viable alternative, and the 
alternative suggested by both the House Banking Committee Chair- 
man and by tte Chairman of the Federal Reserve as an alternative 
would not, as I understand it, require interest to be paid on reserves, 
but would require an exemptic»i from having any reserve requirements 
for small bonks, N'o. 1, and, No. 2, would provide unifoim reserve re- 
quiremente on all banks of the same size, which it seems to me would be 
equitable and fair. But that is something we con debate and discuss. 
Senator Sarbanes? 
Senator Sarbanes. I have no comments at this time. 
The Chaikuan. Mr. Carswell, I apologize for detaining you. Gro 
right ahead, sir. 

STATEMEKT OP BOBEKI CASSWELL, SEPUTT SECKETAAT, 
DEPABTHEHT OP THE IBEASUBT 

Mr. CARSWBii. I am pleased to present the views of the administra- 
tion oa S. 3304, introduced at the request of the Federal Reserve Board. 

That bill authorizes actions to eliminate the incentive for commercial 
banks to withdraw from the Federal Reserve System. 

Since June of last year, when this committee considered this prob- 
lem, the trend towara lower Federal Reserve membership has con- 
tinued, and in the last 12 months more than 60 commercial banks have 
voluntarily withdrawn frcon the ^stem. 



We understand that additional member banks are considering dodng 
so, but have delayed their decision until after the Congreea responds 
to the bills such as S. 3304, that are presently before it in this area. 

Previous witnesses have reviewed the burden imposed on Nati<aial 
and State-chartered member banks by the requiremtot that tliey hold 
non-interest-bearing reserves in the Federal Reserve System. The bur- 
den has been heightened by the advent of high interest rates, which 
have increased the opportunity ooet to member banks of reserves tibat 
cannot be employed to generate income. As a result, the effective cost of 
deposits to member banks ia higher than for nonmemters. 

The administration believes that the continuing attrition in Federal 
Keserve System memberahip will endanger the pivotal role in our finan- 
cial system played by the Federal Reserve, The Treasury believes that 
requiring mandatory reserves for all but the smaller depository insti- 
tutions is the preferable method of dealing witli that problem. 

If the Congress does not adopt that approach, the administration 
supports the enactment of legislation that would, first, lower reserve 
requirements, and second, explicitly grant to the Federal Reserve the 
authority to pay interest on member bank reserve balances. The legisla- 
tion should, however, limit thepotential revenue loss to the Treasury 
and provide standards for the Federal Reserve to follow in setting the 
appropriate levels of interest payments and reserve requirements. 

The administration also agrees that the Federal Reserve should 
move to impose explicit charges for each of its services, with appropri- 
ate safeguards to provide for an orderly transitltm from the present 
syatejn. 

The role of the Federal Reserve System as the central bank has been 
critic^ in this country, both as the overseer of the money supply at the 
discount window and €is an institution that maintains close relations 
with and provides counsel to a large spectrum of the banking commun- 
ity through its Federal Reserve banks, and also through the extension 
of services to its members. 

Ea«h of these functions plays a part in fulfilling the Federal Re- 
serve's responsibilities for integrity and control of the monetary sys; 
tem. Each is eroded by the continumg decline in membership. 

While, as Senator Brooke said, nmie of us can pinpoint the mtHuent 
when a worrisome trend becomes an alarming event, it is clear that at 
some point the stature and power of the central bank will become more 
attraiuated as the trend proceeds. This weakening of the role of the 
Federal Reserve in our banking system should be arrested. 

As I have said previously, the Treasury believes that the approach 
of imiversaJ reserve requirements is the preferable one. The Federal 
Keserve has proposed legislation that would require all depository in- 
stitutions, whether or not members, to comply with mandatory Federal 
Reserve requirements against transaction accounts. N'onmember re- 
serves would be held at the Federal Reserve banks or at member banks, 
which would in turn hold the reserve at a Federal Reserve bank. 

The Treasury supports in principle the imposition of uniform re- 
serve requirements on similar types of deposits at institutions of com- 
parable size, regardless of the type of depository institution holding 
holding the deposits. The Federal Reserve's effectiveness in the conduct 
of monetary control would be strengthened by requiring universal 
reeervee. 

n .J ii/j'- ■;■- V- it.n.i>,;n^ 
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This approach will provide a pennanent soluti(»l to the impact of 
the memoership problem on the conduct of monetary policy. It severs 
the link between Federal Beserve membership and the separate issue 
of the appropriate level of reserve requirunents necessary for the coa- 
duot of monetary policy. It avoids tne neces^ty — which arises if the 
problem ia to be met by the payment of interest on reserves — of requir- 
ing the Federal Reserve to ccanpute the diffei-ing burdens of meniber- 
ship for different banks to insure that the interest paymraits and other 
benefits are properly targ^^. 

Another advantage of a universal reserve requirement is that Uiis 
approach is signlHcantly less costly to the Treasury than the alterna- 
tives. KevertheiesB, even under a universal reserve structure, a substan- 
tial reduction in reserve requirements, or even the payment of interest, 
may be required to reduce the impact on smaller nonmembers of meet- 
ing reserve requirements. 

Finally, it would eliminate the present inequities between, treatment 
of members and nonmembers with respect to reserves, while continuing 
to vest re^msibili^ for supervision and regulation of ntmmembers 
witJi the FUIC and State bank supervisors. 

Of course, there are a number of issues that remain to be resolved. 
One very important question is the extent to which smaller institutions 
may be exempted from reserve requirements in order to avoid the ad- 
verse impact on earnings that would flow from a change. Another is 
whether the universal reserve requirement should extend to deposits 
other than transaction accounts. In addition, the interaction of this 
proposal with the separate questions of Federal Reserve membership 
and access to Federal Reserve services must be closely examined. 

Other issues include the place at which reserve balances should be 
held, the form in which reserves are held, (some have argued in favor 
of permitting Treasury securities to be used as reserves) , the degree of 
reduction in reserve requirements, the degree of uniformity in reserve 
ratios, and the amount of interest, if any, paid on required reserves. 

Despite these unanswered questions, this is a straightforward and 
workable approach to a complex problem. We would be glad to assist 
you and your staff in seeking answers to these difficult questions. 

However, if the Congress should decide that nonmember banks and 
thrift institutions should continue to be exempted from reserve re- 
quirements of the Federal Reserve, then the administration supports 
legislation to reduce the financial burden of membership on those 
banks that would otherwise leave the system. 

One approach contained in S. 3304 is to lower reserve requirements 
and to permit the Federal Reserve to pay interest on its required re- 
serves. This approach will initially be more costly than universal re- 
serves. There is no reason to believe that the precise level of interest 
payments and reserve requirements which serve to stabilize Federal 
R^rve membership can be readily identified and it is likely that pres- 
sures for additional payments or reserve changes will build in the 
future. 

The Federal Reserve's proposal is similar in design and cost to the 
program contained in title II of the NOW account bill introduced last 
year. I will omit summarizing the proposal, because I am sure you 
have heard it endlessly from previous witnesses, and go on to OHnment 
on that proposal. 
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Any payment by the Federal Reserve of interest on reserves, and 
any reduced earnings from lower reserve balances will, of course, re- 
sult in the reduction of payments to the Treasury, 

On the other hand, increased income received by member banks as 
a result of such a prog;ram will lead f o their paving additional taxes to 
the Treasury. We estimate that over time the Treasury will recapture 
approximately one-half of these benefits through the tax system. Based 
on the estimated cost of the Federal Reserve proposal of $675 million, 
we estimate that the net cost to the Treasury, after tax recapture, will 
be about $335 million per year. 

When Secretary Blumenthal testified last year on S. 1664, he stated 
that the administration would accept a net revenue loss of some $200 
to $300 million in order to solve the membership problem of the Fed- 
eral Reserve. 

As I noted, approaching the problem through the requirement of 
universal reserves will reduce the cost to the Federal Government, but 
wo continue to believe that incurrence of a significant cost is warranted 
to solve this problem. 

The aggregate cost to the Treasury should, however, be subject to 
an appropriate limit, and should also take into account that the loss 
of revenue to Treasury can accrue from a reduction in reserve re- 
quirements just as easily as from the payment of interest on the 



We also believe that any plan based on the payment of interest on 
reserves should take into account that different classes of banks receive 
differing benefits from Federal Reserve membership. Thus, use of 
the discount window may well be more important to a larger than to a 
smaller bank that may borrow in an emergency situation from its 
larffer correspondent. 

There is considerable room for debate about the appropriate amount 
necessary to stem the membership loss and whether payments should 
be the same to all banks or targeted to that class of bank where mem- 
bership attrition is most probable. 

We would be pleased to discuss with your staff further possible 
wavs to target payments to reduce the cost to the Treasury. 

On the pricing issue, the administration believes that imposing ex- 
plicit charges for services rendered by the System will impose a useful 
discipline on users of the service. It will also permit private vendors 
of these services to compete on an equal basis. At the present time 
orivate participation has been constrained by the difficulty of compet- 
ing with a Government aeency offering free services. We would sug- 
gest, however, the committee consider alternative methods by which 
such pricing may be phased in, so that unnecessary disruption in the 
system can be avoided. 

The administration is, in principle, in favor of open access to Fed- 
eral Reserve services for all nonmembers at nondiscriminatory prices. 
That issue must he resolved, however, in the context of the effective- 
ness of the steps taken to stem the reduction in membership. If ac- 
cess to services is no longer an advantage of membership, then this 
change may increase the outflow of members unless the other disad- 
vfi^tages have been fullv offset. 

That concludes my formal testimony, Mr. Chairman. 

[The complete statement of Mr, Carswell follows :] 
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STAHEUBin OF RcsEBT Casbweix, Dbpdty Seobhtabt of the Tbeabxtbt 

I am pleased to present the views of the Administration on 8. 3304, intro- 
duced at the request of the Federal Reserve Board. That bill antborizes 
actions to eliminate the IncentlTe for commercial banks to withdraw from Uie 
Federal Beserre 6ret«n. 

In June of last year, this Committee considered S. 1664, wiilch bed the dual 
pnrpoae (1) of authorizing financial Institutions to maintain NOW awonnts and 
(2) of reducing the coat of Federal Beserve membership by lowering the range of 
statutory reserve ratios and by permitting the Federal reserve to pay Interest on 
required reserves. This Committee acted promptly, and favorably, on that legis- 
lative proposal, which Administration supported, and reported out a bill in mid- 
August of last year. No further action has <been taken. 

Since that time, the trend toward lower Federal Reserve membership baa con- 
tlnued. In the last 12 months, more than 60 commercial banks have voluntarily 
withdrawn from the System. We understand that additional member bonks are 
considering doing so, but have delayed their decision until after the Congress 
re^wnds to the bills, such as S. 3304, that are presently before It In tills area. 

Previous witnesses have reviewed the burden imposed on National and state 
chartered memb^ banks by the requirement that they hold non-Int«rest bearing 
reserves in the Federal Reserve System. Ttae bnrden has been heightened by the 
advent of high interest rates, which have Increased the opportunity coat to taaa- 
ber banks of reserves that cannot be employed to generate Income. As a result, 
the effective cost of deposits to member banks is higher than for nonmemb»s. 

SUMMABT OF CONCLCelonS 

The Administration believe that the continuing attrition In Federal Reserve 
System membership will endanger the pivotal role in our financial system played 
by the Federal Reserve. The Treasury believes that requiring mandatory reserves 
tor all but the smaller depository institutions is the preferable method of dealing 
with that problffln. 

If the Congress does not adopt that approach, the Administration supports the 
enactment of legislation that Avould (1) lower reserve requirements and (2> ex- 
plicitly grant to the Federal Reserve the authority to pay Interest on member bonk 
reserve balances. The l^lslatlon should limit the xmtentlal revenue loss to the 
Treasury and provide standards for the Federal Reserve to follow In setting the 
appropriate levels of interest payments and reserve requirements. 

The Admiulatration also agrees that the Federal Reserve should move to 
impose explicit charges for each of its services, with appropriate safeguards to 
provide foran orderly transition from the present system. 

THE IMPACT OF A DECLIHIHO UBUBEBSHIP ON THE FEDERAL BBSEBVE 

In the aftermath of the banking reforms that began with the Federal Reserve 
Act In 1913 and continued after the Depression, the financial system of the United 
Stales has become the strongest In the world. Bank regulators at t^e Federal and 
state levels have played an important part in that development. The role of the 
Federal Reserve System as the central bank has lieen critical^-as the overseer j>f 
the money supply and discount window ; as an Institution that maintains close 
relations with, and provides counsel to, a large spectrum of the banking c«n- 
munlty through Its regional Federal Reserve Banks ; and through the extendon 
of its services to members. 

Kach of these functions plays a part In fulfilling the Federal Reserve's respon- 
sibility for the Integrity and control of the monetary system. Bach Is eroded by 
the continuing decline in membership. We cannot pinpoint the moment when a 
worrisome trend becomes an alarming event. In all likelihood, there iis no such 
single point. But the stature and power of the central bank will become more 
attenuated as the trend proceeds. This weakening of the role of the Federal Be- 
serve In our banking system should be arrested. 

I would now like to turn to the specific legislative issues before this Committee. 

UNIVKIISAL BXSEBVES 

The Federal Reserve has i»roposed legislation that would require all depository 
institutions — whether or not members — to com[dy with Federal Rrserve require- 
ments for Teservee against transaction accmints. Nonm^nber reserves wo>ald be 
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bdd at tbe Federal Beflerre Banks or at other member banks wMch woQld, In 
turn, hold the reserves at a Federal Beeerve Baulc 

The Treasor; supports, la principle, the Unpotdtlon of nnlf orm reseire require- 
ments on similar types of deposits at Institutions of comparable size regardless of 
the type of depository institution holding the deposits. The Federal Reserve's 
eflectiTenees in the conduct of mouetarr control would be strengthened b; re- 
qnlrlng onlTersal reserves. 

THIS approach will provide a permanent solution to the Impact of the mem- 
bersUp mroMcm, on the conduct of monetarj policy. It severs the link between 
ITederal Besetve membership and the separate issue of the an>roprlBte level of 
reaerre requlremraits necessary for the conduct of monetary policy. It avoids the 
aecessit> — which arises if the problem is to be met by the payment of Interest on 
leservee— of requiring the Federal Reserve to compute the differing burdens of 
membership tor different banks to Insure that the interest paymaits and other 
beueSts are properly targeted. 

Another advantage of a universal reserve requirement is that this approach 
ia sign) flea ntly less costly to the Treasury than tbe alternatives. Nevertheless, 
even under a universal reserve structure, a sut>stantlal reduction in reserve re- 
quirements (or even the payment of Interest) may be required to reduce the 
inqwct on smaller nonmembers of meeting reserve requirements. 

Finally, it would eliminate the present inequities between treatment of members 
and nonmembers with respect to reserves while continuing to vest reqmn^billty 
for supervision and regulation of nonmembers with tbe FDiC and State bank 
anpervlsors. 

Of course, there are a number of Issues that remain to be resolved, One very 
important question is the extent to which smaller institution may be exempted 
from reserve requirements In order to avoid the adverse impact on earnings that 
would flow from a charge. Another is whether the "universal" reserve require- 
ment should extend to d^Mslts other than transaction accounts. In addition, the 
interaction of this proposal with the separate questions of Federal Reserve m«n- 
bershlp and access to Federal Reserve services must be closely examined. 

Other issues Include the place at which reserve balances should be held, the 
form In which the reserves are held (some have argued in favor of permitting 
Treasury securities to be used as reserves), the degree of reduction In reserve 
requirements, the degree of uniformity in reserve ratios, and the amount of 
interest. If any, paid on required reserves. 

Despite these unanswered questions, this is a straightforward and workable 
approach to a complex problem. We would be glad to assist you and your staff in 
seeking an0WN« to Uiese difficult questions. 

PAYMEKT or INTEBB8T OH BBSEBVES AND BEDtTCTIOH IH RBSEBVE aEQUIBEtlENTS 

If the Congress should decide that nonmember hanks and thrift institutions 
should continue to be exempted from reserve requirements of tbe Federal 
Beserve, then the Administration supports legislation to reduce the financial 
burden of membership on those banks that would otherwise leave ttie System. 
One a[H>roach, contained In S. 3304, is to lower reserve requirements and to 
permit the Federal Beserve to pay interest on its required reserves. 

This approach will initially be more costly than universal reserves. There is no 
reason to believe that the i»ecise level of interest payments and reserve require- 
ments wlilch serve to stabilize Federal Reserve membership can be readily ideuti- 
fled and it is likely that pr^sures for additional payments or reserve cAuges 
wiU buUd in the future. 

Tbe Federal Reserve's proposal is similar In design and cost to the program 
contained in Title II ot the Administration's NOW account bill introduced last 
summer. The Federal Reserve Banks would t)egln paying Interest on required 
reserves and reserve requirements on demand deposits would be simpllfled and 
reduced. Services now provided at no cost to member banks would begin to be 
sold to members — and perhaps eventually to others — at prices set by the Federal 



During the first phase, reserve requirements would be reduced to release ap- 
proximately ys billion in reserves. The Federal Reserve Banks would also ^xi^/ta 
paying an Interest rate of 2 percent on all required reserve balances held by 
tbem. At present deposit levels, these payments would equal approximately f430 
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As the program becomes toll; Implemented, the Interest rate paid on the first 
$25 million of a hank's reserrea will he raUed to a level equal to one-haU of 1 per- 
cent belon the yield on the Federal Reaerre's securities portfolio. Reserve re- 
quirements wilt be further reduced to release an additional $2 billion in reaerres 
to member banka. 

Under present conditions, the Federal Reserve estimates tbat total interest 
payments to member banks under the fully pbased-ln program would equal about 
¥J65 million annually. The increased member bank earnings from the released 
reserves will provide an additional $320 million in earnings, but member banks 
will pnriwbly pay about $410 million to the Federal Reserre in service chafes. 
The net benefit to banks is therefore estimated to be approximately SS7B million. 
Interest payments would be limited to not more than the sum of the System's 
receipts from charges for services purchased by membera plus 7 percent of its 
annual net earnings. 

To reduce the initial impact of the program on tlie Treasury and the Federal 
deficit during the transition period, the Federal Reserve will finance the pro- 
gram's estimated after-tax cost by paying the Treasury about $575 million from 
Its accumulated surplus. 

THE COST TO THE FGDEBU. OOVEBHUENT 

Any payment by the Federal Reserve of Interest on reserves, and any reduced 
earnings from lower reserve balances, result In a reduction of payments to the 
Treasury. On the other hand, the increased Income received by member baujcs as 
a result of such a program will lead to their paying additional taxes to the 
"Treasury. We estimate that over time the Treasury will recapture approximately 
one-half of these benefits. Based on the estimated cost of the Federal Reserve 
proposal of $(!76 million, we estimate that the net cost to the Treasury, after tax 
recapture, will be about $335 million per year. 

When Secretary Blumenthal testihed last year on S. 1S6J, he stated that the 
Admin istratlou would accept a net revenue loss of some $200^t<)0 million In order 
to solve the membership problem of the Federal Reserve. Aa I noted, approaching 
the problem through the requirement of universal reserves will reduce the cost 
to the Federal government, but we continue to believe that incurrence ot a 
significant cost is warranted to solve this problem. 

The aggregate cost to the Treasury should, however, be subject to an appro- 
priate limit and should also take into account that the loss of revenue to Treas- 
ury can accrue from a reduction in reserve requirements Just as easily as from 
the payment of Interest on the reserves. We also believe that any plan based on 
the payment of interest on reserves should take into account that dlfFerent classes 
of banks receive differing benefits from Federal Reserve membersliip. Thus use 
of the discount window may well be more Important to a larger than to a smaller 
bank tbat may borrow in an emergency situation from Its larger correspondent. 

There is considerable room for debate about the appropriate amount necessary 
to stem the membership loss and whether payments should be the same to all banks 
or targeted to that class of bank where membership attrition is most probable. 
We would be pleased to discuss with your staff further possible ways to ta^et 
payments to reduce the cost to the Treasury. 

Imposing explicit charges for services rendered by the System will Impose a 
useful discipline on the users of the services. It will also permit private vendors 
of these services to comitete on an equal basis. At the present time, private partic- 
ipation has been constrained by the difficulty of competing with a government 
agency offering free services. We would suggest, however, that the Committee 
consider alternative methods by which such pricing may be phased-in eo that 
unnecessary disruption In the system can be avoided. 

The Administration is, in principle. In favor of open access to Federal Reserve 
services for all non-members at nondiscriminatory prices. That issue most be 
resolved, however, in the context of the effectiveness of the steps taken to st«u 
the reduction in membership. If access to services is no longer an advantage of 
membership, then this change may increase the outflow of members unless the 
other disadvantages have been fully offset. 

Tbat concludes my formal testimony, Mr. Chairman. I would be pleased to 
answer any qinesUons the Committee may have. 
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The Chairman. Thank you, Mr. Carswell. 

Mr. Carswell, when Chairman Miller appeared, he was very frank, 
as is his manner, and he said that membership really isn't essential 
and it is rather unique in the United States in terms of central bank 
functions. 

He admitted this was the only country he could think of in which 
we have membersliip as a key, as it has been here, to monetary policy. 
So he said it would be appropriate for us to think more broEidly. 

Do you agree that the concept of membersliip is an idea no longer 
as essential as it seemed to be in the past ? 

Mr. Cabswell. I think in general, yes. But there are things that the 
Federal Reserve does, or has the power to do, that are ident^ed in the 
statutes with its powers over member banks, such as regulation Q, for 
instance. 

If we start divorcing the issue of a declining membership from re- 
serve requirements, we will have to look at other sections of the 
statute. 

So there is some sorting out to do. But in principle there isnt any 
real reason to identify the central bank's primary function of monetary 
policy with a membersliip system. But in our present regulatory sys- 
tem, the two are interwoven. If you are going to separate the two, 
you have to look at other ones as well. 

The Chairman. I presume you have had a chance to look at both 
Chairman Beuss' proposal and Chairman Miller's proposal. 

Chairman Beuss, as I understand it, made a proposal for a universal 
reserve at a certain specific level for everybody, with $100 million 
exemption, and with the reserve requirement applied against time and 
demuid deposits. 

The Federal Reserve proposal was for a $50 million exemptifMi, but 
with reserves applied apparently with a differential between time and 
demand deposits. 

Apparently they both would have about the same effect on the 
Federal Reserve revenues. 

Can you tell us which approachyou prefer ! 

Mr. Casswell. I and our staff have looked at them both. We are 
not satisfied that we have ttle final figures to be sure exactly what the 
costs of the proposals are, and we really haven't had a chance to go 
through all of the figures we have gotten so far. The Federal Reserve's 
analysis of the two proposals has not been completed. 

The Chairman. Are they ro uglily similar 1 

Mr. Carswell, They appear to be roughly similar in price. But it 
depends on some subtleties which I dont think are clear yet 

The Chairman. They both would cost something more than the 
present cost? 

Mr. Carsweu,. Yes. 

The Chairsian. Therefore the implication of that is the banks would 
gain from either of these proposals ! 

Mr. Carswell. They would gain, presumably. 

The Chairman. They would gain as the Federal Reserve loses. 

Mr. Cabswell. That is correct. The cost to the Treasury would be 
reduced by about half because of higher tax receipts. 
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The Ohairmak, So this could not be considered any punitive action. 
It would be a benefit to them, and wouldn't it seem in both cases it 
would provide for a degree of equity among all banks of all sizes! 

Mr. Oabswell. Yes; we have advised Chainnan Eeuss that we are 
in favor of pursuing his approach. 1 talked at length with Chairman 
Miller about it, and there are elements of his proposal which we would 
prefer to Chainnan Beuss', because we think they would be more 
equitable, and would better solve some of the problems. If you 
applied a single reserve requirement to all time savings and demand 
deposits, that will create problems of competitive inequities. We think 
Chairman Miller's approach in that respect would probably be better. 
The Chairman. You heard Senator Brooke speak this morning 
and yesterday Senator Lugar gave a similar view. I am concerned, 
as I mdicated, that we may go the interest on reserves way, and there 
may well be pressures from the banks and others to do this, I have 
seen this happen in the past, tiiis kind of thing. 

The Federal lieserve proposal originally called for an artificial 
2-percent rate, not the market rate. Hut wouldn't such an artilicial 
arrangement designed at first to hold down the costs, wouldn't there 
be great pressure to bring it up to the market rate, so that the market 
rate would be paid on reserves eventually ! 

Couldn't we expect under those circumstances a Bubstantial loss} 
I calculate about a $1.5 billion loss if you do it that way. . 

Mr. Carswelu As I said in my testimony, obviously we would 
prefer a universal reserves approach. I am afraid if we go the pay- 
ment of interest on reserves way, it will be reopened from time to 
time as you suggest, because competitive forces wUl change, and 
other differences will come into play. 

There is no doubt that the federal Reserve also will from time to 
time run into situations where it would like to change the levd of 
reserve requirements, if it should increase reserve requirunents, the 
costs to the banks will rise, and that will lead to pressures on the 
Federal Keserve to raise tlie interest rates, and so on. 

I think in a fluid type of situation, that we can anticipate in the 
future, that as the Federal Eeserve does its job of changing monetary 
policy as necessary, there will be pressures to raise the subsidy pro- 
vided by interest payments. 

The Chairman. Let me ask for your judgment as an economist 
on this: If we should adopt a policy of providing interest on re- 
serves of several hundred million dollars, who would benefit from 
it in your judgment! Would it be the bank stockholders, or would 
it be the people who use hank services, the customers, or would it be a 
combination of tlie two, or is this not clear ? 

Mr, Cabswell. I assume it would vary, depending on the bank and 
what it did. There are banks that don't pay income taxes, for in- 
stance, because of tax loss carryforwards, and investments in munic- 
ipal bonds and so on. For them you are going to get a different inci- 
dence of benefit from the payment of interest than you would for a 
bank which pays up to 50 percent of income in taxes. 

So I don't think you can be sure exactly what the benefits will be 
in each class of bank. Obviously it will mean additional income to 
the bank. 
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What the bank does with the money depends on its management. 
It may pay dividends, it may lower prices, it may refine services. I 
suppose it depends on the competitive situation in the location. 

I don't think you can (generalize. Obviously some of it would flow 
through the bank stockholders in some situations. 

The Chaheuan. I am not indicating it would be necessarily bad 
for the banks to increase their profits. I think bank profitability has 
been too low. I think it would be desirable, certainly, to increase bank 
capital. But I just would like to know if you have a judgment on 
that 

The Federal Reserve bill would require that nonmember reserves 
be held in Federal Reserve banks, member banks, or Federal home 
loan banks. Presumably the member banks receiving the reserves 
would already be correspondents of the nonmembers. There are many 
nonmembers that act as correspondent for other nonmembers. Do you 
see any problem in having nonmember banks receive the reserves of 
other nonmembers on the same passthrough basis as members? 

Mr. Carsweu.. I don't know what teclmical problems of identifica- 
tion that would raise. I suppose you would have to have an exemption 
similar to the one that the Federal Reserve has in its bill now that says 
that the member bank receiving a nonmember correspondent's ' re- 
serves must pass through the balances for Federal Reserve Bank, but is 
not required to hold reserves against the balances or include the 
balances when computing its Federal deposit insurance assessment. 

I assume you would have to have a technical amendment to take 
"are of that situation. But it could be done that way. 

The CHAmHAN. Now the Federal Reserve has a surplus of $1.1 bil- 
'ion. It is proposed to transfer about half of this in the first 3 years of 
this operation to alleviate the effect on the Treasury, or to cancel it. 

I don't understand why they have to have a surplus. 

Chairman Miller's response to that was if it is a bank you have to 
have a surplus. But it is not a bank, they have no liquidity problem, 
no safety and soundness problem. Why shouldn't that be given to 
the Treasury to reduce the deficit ! 

Mr. Cahswell. I read yesterday in the newspaper that you had asked 
him that question, and had not received a comprehensive response. 
So I looked into it as best I could yesterday afternoon. I must say 
that the history of the surplus appears to go back some way, and I 
wasnt able to resolve the question of why it shouldn't be transferred 
toTreasurv. 

The policy which the Fed has followed since at least 1960, appears 
to be to maintain a surplus at the same level as the paid in capital 
stM:k that it receives from member banks. That amount now is a lit- 
tle over $1 billion. 

The Chairman. Now they propose to cut that in half by giving it 
to the Treasury to make it easier to pay interest on reserves. Appar- 
ently that doesn't phase them. Shouldn't we wipe out the whole thing, 
whether they pay interest on reserves or not ? 

Mr. CaUbwbll. I wish I were clearer as to what the original reason 
was for tliat surplus, I don't think it has any particular effect on the 
U.S. Cfovemment, in the sense that it is circular. The Fed, I assume, 
simply invests that surplus in U.S. Grovemment securities. If the 
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money were transferred to the Treasury, it would simply reduce the 
debt and we wouldn't sell those securities. So in that sense it is circular. 

TTiere are a number of budgetary and accounting questions in this. 
I assume the Fed holds the surplus because it Has some reason to 
think that there may be contingencies that it might face one day, where 
it would have to reach into that surplus, sum as foreign currency 
swaps that went wrong, or whatever, but I just dont know. 

Tne Chairmai*. Nobody can seem to come up with any reason why 
they should have it, 

Mr. Carbwixl. It has not been used, as far as wc can tell, since the 
early 1960'8. But again it is not a matter of great moment in the sense 
that it is circular. It is not lowering the revenue of the U.S. Govern- 
ment as such, because, as I say, the amounts involved are still invested 
to the benefit of the Treasury. 

The Chairman. Senator Sarbanes. 

Senator Sabbanes. Thank you, Mr. Chairman. Mr. Carswell, I guess 
the iinderlying problem we are trying to get at is a sufficient number 
of banks i^ould remain within the order or infiuence of the Federal 
Reserve so it can carry on monetary policy. Isn't that the basic 
problem ? 

Mr. Carbwell. Yes, sir. 

Senator Sarbanes. Now, isnt that problem analj^tically separate 
from the question of payments to the bank to be members of the 
System ? 

Mr. Carswell. Yes; I think it is analytically separate. As I said to 
the chairman, it has unfortunately become tied to the membership 
question. We have linked membership wtih other aspects of our bank- 
mg system such as regulatory matters. But the problems of a central 
bank with respect to reserves and monetary policy are clearly sepa- 
rable analytically from Tnembership. To deal specifically with the mone- 
tary policy issue would require moving to a system of universal re- 
serve requirements whether or not an institution is a member. 

Senator Sarbanes. Until you do that, you haven't really solved the 
problem ? 

Mr. Carswell. I think that is correct. The ultimate solution to the 
problem is to do that. That is why we prefer that approach. 

Senator Sarranbs. Is there any central bank in any other developed 
country that permits its banks to take themselves out from under the 
influence of the monetary policy set by the central bank? 

Mr. Carswell. I have been told by the Fed staff that the answer to 
that is no, there are none. We have not done an independent survey of 
central bank requirements. 

Senator Sarbanes. If you start figuring out ways to, in effect, pay 
th^n for being members, in order to keep them under the system, t^en 
first of all you have no guarantee that that will keep enough of them 
in to make the monetary policy work. I mean that is the prc4)lem yon 
are concerned about now I 

Mr, Carswell. I think that is right 

Senator Sarbanes. Is the Treasury more concerned about that prob- 
lem, or the loss of revenue ? 

Mr. Carswell. I don't know that I can rank them. I think the 
Treasury has two concerns. One is that we have a central bank in this 
country that is strong enough to conduct adequate monetary policy 
in the country. Our second concern is revenue loss, "nie potential 



revenue loss involved in solving the membership problem may, as the 
chairman pointed out, be significant. 

It does raise questions, fsuppose, as to wheUier that has been con- 
sidered in a discrete way by tne Congress, I don't know that there is 
any necessary inequity involved in our efforts to minimize the pay- 
ments to the banks because as the chairman points out, banking is a 
separate and unique kind of industry. The fact that banks are al- 
lowed to use other people's money has meant that they have always 
been regulated by the Government. Therefore, the fact that banks 
should have to pay for that privilege by maintaining reserves at the 
Federal Reserve isn't necessarily equitable. 

Senator Sarbanes. For a properly functioning monetary system 
with a central bank that can have an overall developed monetary 
policy, that is the central framework for an individual bank really to 
be able to operate. It would seem to me there is a strong rationale for 
requiring the individual bank to be under the orbit of the central bank. 
Otherwise you are not going to have a functioning monetary system. 
Mr. Carswell. I agree. 

Senator Sarbanes. Is the run on membership and the number es- 
caping the system now severe enough that you think the impact on 
monetary policy has been weakened in a significant way { 

Mr. Cabswell. I think, to be candid, it hasn't happened yet. I 
think one can overstate this problem in the sense that monetary policy 
today is conducted primarily through open market operations, and 
that is not analytically linked to membership. 

On the other hand, there are problems with a monetary system that 
isn't really able to use reserve requirements as a tool of monetary pol- 
icy, because it exacerbates the membership problem. What we have 
done, really, is to deprive the central bank of an array of tools it prob- 
ably should be using or considering using in some instances, but which 
are not now available. On the other hand, w© are getting by ceilainly 
with a monetary policy that is adequate. 

But at some point, when the members leave in sufficient numbers, 
you will really have deprived the central bank of, I think, the kind of 
influence it ought to have in a properly functitming system. 
Senator Sarbanbs. Thank you. 

The Chairman. On that last point, I think Mr. Carswell made it 
clear that his preferred »olution was universal reserve requirements. 
In that event, you don't have to worry about the membership problem 
as far as monetary policy isconcemed. If you impose universal reserve 
requirements across the board, that is. You have a completely effective 
monetary policy as far as that particular instrument is concerned, 
ri^ht? 
Mr. Carswelu Yes. 

The Chairman. Thank you very much, Mr. Carswell. We appreciate 
very much your testimony. 

Next we have a panel of three witnesses: John G. Heimann, Comp- 
troller of the Currency; Carol S. Greenwald, commissioner of 
banks in Massachusetts ; and Richard S. Ravenscroft, pro^dent of the 
Philadelphia National Corp. 

Mr. Heimann, we are honored and happy to have you here. W© hope 
you can confine your oral testimony to 10 minuteB or so. We will aak 
the other witnesses to do likewise, so we have as much time as possible 
tor questions. 



STATEHEHT 07 JOHH O. HEIlUn, COMPTROLLEX Of THE 
CUSSEHCT 

Mr. HEOiANir. Thank you very much, Mr. Ch&irman. I have suh- 
mitted testimony for the record, and this will be a brief summation. 

I am honored to be here and pleased to be sJiating the table with the 
commissioner from Massacshusetts. 

I welcome this opportunity to present the views of our c^ce aa 
attrition of banks from the Federal ReGerve System and proposals to 
deal with that problem. 

The recent upsurge in conversions of national banks to State ntm- 
members reflects the financial burden and increasing unfairness built 
into the present syst^n of Federal Reserve memberaiip. 

In times of low interest rates tuid high profits, institutions can i^ore 
this burden. In today's inflatitmary and highly competitive environ- 
ment, many institutions cannot. If not corrected, the current trend may 
have serious implicatirais for our financial system and the governmen- 
tal framework designed to insure its stability. 

Accordingly, we view the proposals offered by the Federal Reserve 
Board, S. 3304, and other similar proposals offered in the House of 
Representatives, to be timely and constructive. In fashioning a solu- 
tion to the a^rition probletn, we should seek to modify the existing 
framework in a manner that will facilitate greater reliance on the 
market, and less reliance on governmental decisions or restrictions. 

In my judgment the broad outlines of the framework in which we 
should work include reserve requirements which fall equally upon 
con^)arable liabilities for all deposit-taking institutions, the receipt of 
a rate of return appropriate under the circumstances on these reserve 
balances, explicit pricing of Federal Reserve and correspondent serv- 
ices, open access to these services for all institutions which maintam 
reserves, and payment of interest on demand balances. 

At least three approaches to restructuring the reserve requirements 
have been proposed. These include the imposition of at least some re- 
serve reguirementg on nonmember institutions, the payments of interest 
on required reserves or permitting member banks to hold reserves as 
interest-bearing instruments, and the lowering of reserve requirements. 

Any one or a combination of these might solve the problem of mem- 
bership attrition. 

In assessing various proposals, it seems to me certain considerations 
should govern our action. We ought to seek a solution which most 
likely will, (1) achieve substantial equity among competitors of com- 
parable size and chajTicter, whether they be State or nationally char- 
tered, members or nonmembers, thrifts, credit unions or commercial 
banks. 

{2) Maximize the efficiency and effectiveness of our control of mtme- 
tary policy in the long run. 

(3) Minimize the cost to the Treasury and huice most importantly 
to the taxpayer. 

(4) Restore the balance between the State and national banking 



(5) Minimize the difficulty of administering the system in a manner 
to maintain equilibrium. Xnd finally, (6) he most consistent with 



;vCooi^lc 



206 

lonj^-nm changes which will insure a more efficient financial system 
which places maximum reliance on pricing and on competition, rather 
than on goyemmental intervention. 

We believe that the intposition of reserve requirements on member 
and nonmember institutions represents the strategy for deterring with- 
drawal from system membership most nearly consistent with these six 
principles, and this approach should be adopted by the Congress. 

Some have expressed the concern that this strategy would undermine 
the viability of the dual banking system. In response, and lest anyone 
think this judgment reflects a parochial point of view as the supervisor 
of the nation^ banking system, I would like to quote from my own 
testimony before another congressional committee in 1976. 

Tbere are tboee who fear that a sretem o( mandatory reBsrves eetabllehed by 
the Federal Ueeerre would be tbe deatb koell of tbe dnal banking system. I reject 
that notion. Moreover, from a public policy view, there 1b no advantage to a State 
syatem which gorvlvee becaoee It offerB the regulated institutions a bargain In re- 
serve reqalrannits. 

As State regnlators — 
I might point out. Senator, that at the time I was a State supervisor 
making this statement — 

we should be ready to compete with the Federal bank r^tulatory system by 
offering high quality examination and snpervlMon, speedy and even-handed han- 
dling of branch merger, chartering and acquisition applications, and a progreeslve 
statutory and regulatory framework within which banking orgaolzatlons can 
compete. 

My position today as Comptroller of the Currency is consistent with 
my position as a State supervisor of banks. I am, of course, prepared 
to address the issues raised by each of these proposals now before the 
Co^ress, and have done so in our prepared testimony. 

I^wever, I would like to note a few specific points at this time. 

First of all, it should be noted as a matter of fairness, reserve re- 
quirements should be imposed equally upon ftU depositing institu- 
tions which compete with one another. The case is especiafly strong 
with respect to transaction accounts. However, although we support 
the extension of reserve requirements to all institutions, we do not be- 
lieve that the actions to address the attrition problem should necessarily 
await the imposition of federally mandated reserve requireanentB 
upon institutions other than commercial banks, which have heretofore 
not been subject to such reserve requirements. 

Second, we believe that the Federal Reserve System should move as 
quickly as possible to provide its services, and we favor open access to 
Federal Reserve services for all nonmembers, at nondiscriminatory 
prices. 

Third, the payment of market rates of interest on required reserves 
should be linked to both the phasing-in of Federal Seserve pricing 
and the elimination of the prohibition of the payment of interest on 
interbank demand balances. 

Finally, we support legislation which expands the authority of the 
Federal Reserve Board to require information to assist in the conduct 
of monetary policy. 

Thank you. 

[Tlie complete statement of Mr. Heimann follows :] 
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Statement or Joan G. Heiiuitit, Oomptbollis or the Ousbehot 

Mr. Chairman and members of tlie Committee : I welcome the opportunity to 
present the views of our Office on attrition of banks from the Federal Reserve 
STstem and proposals to deal with that problem. The recent upsurge In conver- 
sions of oational banks to state nomnembers reflects the flnandal burden and 
Increasing unfairness butlt into Federal Reserve System memberBblp. In times 
ot low Interest rates and high proBts, institutions can Ignore this burden. In 
today's Infiationar; and highly eompetlttve envlronmeDt, many institutions 
cannot. If not corrected, the current trend may have serious Implications for our 
fljoancial system and the governmental framework designed to assure Its stability. 
Accordingly, we view the proposals offered by the Federal Reserve Board, S. 3304, 
and other similar proposals offered in the House of Representatives, to be timely 
and constructive. 

ATTBinOH BBOll THE FEDGBAI. BESEBVB 8YSTEU AND THE NATIONAL BANKING SYSTEM 

The Federal Reserve System has experienced a gradual decline in membei^ 
ship since World War II. In recent years, that trepd has accelerated. The per- 
centage of total deposits of commercial banks held by Federal Reserve members 
has decreased from approximately 80 percent in 1970 to approximatelj 73 per- 
cent at present. During this period, there has been a net loss of 327 nmnbers 
through conversion. Since the beginning of 1977, 108 banks have withdrawn, in- 
cluding 30 during the flrst half of this year. More disturbing than the numbers 
themselves is the increased willingness of larger institutions to leave the Syston. 
BlBtoricaiiy, banks withdrawing from the System have almost always held 
fewer than $S0 million in deposits. In 1977, IS of 69 converting banks held de- 
posits amounting to more than $100 million. 

During the 1960'b only ODce did the Dational banking system esperience wiOi- 
drawal of more than 20 banks in a year. Since 1970, only once has tills figure 
dipped below 20. In 1977, 44 national banks withdrew and 24 have withdrawn 
so far this year. Withdrawing national banks have accounted lot more than 50 
percent of the total deposits lost by the Federal Reserve System In five of the 
last eight years. 

There is some evidence that these figures would be significantly larger but 
for the willingness of a number of t>anks to await the resnlta of these current 
efforts to address the root cause of attrition from the System. 

THE CAUSE or UEUBEB8KIP ATTBITIOB 

The conversion of banlts from national to state charters and vice versa Is not 
new. The phenomenon is characteristic of our dual banking system. The reasons 
for Individual conversions have been as varied as the corporate strategies one 
would expect in a diverse banking system. Although objection can be raised to 
the motivation to convert in a given case, on balance, the possibility of conversion 
has been a source of the system's vitality and has provided pressure for progrea- 
slve reform. 

The Comptrollershlp of James Saxon is illustrative. His liberal attitudes to- 
ward entry, branching and the powers of national banks greatly enhanced the 
attractiveness of a national bank charter. While many state banks were placed 
at somewhat of a disadvantage, the imbalance between the two systems was 
soon corrected. As a result of action on the national level, many states revised 
their laws and policies. Although Mr. Saxon's tenure was replaced by a more 
cautions period in the Comptroller's Office, most observers believe that tlie bal- 
ance which was struck was a significantly more dynamic and Innovative system. 

A different factor has created the current dlseQuilibrium. Its cause Is not 
obscure. No one serlonsly challenges the proposition that the current Increase 
in System withdrawals flows primarily from the fact that the cost of maintain- 
ing sterile reserves outweighs the benefits of membership for the vast majotitr 
of Institutions. As a result, there is a profound bottom line Inc^itlve for banks 
with certain characteristics to leave the Federal Reserve System. 

As I have suggested, the impact of the disparity of cost and benefits is am- 
plified by our inflationary economy, as well as by increased competition from 
nonmember banks and other deposit-taking institutions. This is demonstrated 
dramatically la the New England states, where Introduction of NOW accounts 
and brofidenlug thrift powers have greatly Increased competition. As a result, 
the share of deposits held by member banks in New England has fallen frtnn 
73 percent at the end of 1974 to less than 62 percent at the end of 197T. 
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THE IMPACT or A FAILCBB TO ADDBE8S THE PBOBLEU 

Failore to redress tbe inequitable burden of Sjstem membership in some 
fashion Willi in all likelihood, lead to further acceleration in the rate of witb- 
drawala from membership. Included among these majr be a rigntflcant number 
of relatively large, complex Institutions. 

While I would not speculate at wbat level of withdrawal we would begin to 
see serious consequences, I do fear that the increased rate of withdrawal from 
membership which is likely will erode the role of the Federal Keserve as central 
bank and eTentuallf result in serious adverse consequences for the national bank- 
ing system. The reasons for tUs concern are several. 

UKFAIBHEBS TO KBUBEB BANKS 

In my judgment, tbe most persnaalTe argument for reform Is the substantial 
inequity built Into the existing structure of reserve requirements, exacerbated 
by periods of InQation and high interest rates. For either a national bank or a 
state member bank which does not obtain benefits (in the form of Federal He- 
serve services or profits from a correspondent banking relationship) adequate to 
compensate It faiiiy tor maintaining reserve balances, tbe difference between 
tbe benefits actually received and a fair return on services constitutes a tax npon 
tbe institution. Tbe Federal Reserve System has estimated tbe aggregate bnrden 
of membership to be on tbe order of $6S0 million, a tax that is borne ultimately 
by customers and/or shareholders of member banks. There Is a significant com- 
petitive disadvantage when nonmember hanks operate free of this tax. 

The inequity Is compounded by tbe fact that tbe burden may not fall evenly, 
even among member banks. According to Federal Reserve Board staff, the rela- 
tive burden of membership Is greatest for small banks. That burden Is estimated 
to exceed 20 percent of profit for banks with less than $10 million in depMlts. 
Thus, those institutions that make the least nse of Federal Reserve services 
must bear tbe tax most heavily. 

lUPACT ON THE NATIONAI. BANKING BTBTEM 

Congress, for more than a century, has continued to support a dual federal/state 
system of commercial banking. The vitality, competitiveness and innovatlvenees of 
onr banking system bear witness to the wisdom of this approach. An Important 
principle underlying this policy has been that, over time, a riyugh competitive 
balance should be maintained between the two systems. This balance, or equi- 
librium. Is uecessar? to maintain the viability of state banking systraas and It 
Is essential to Insure tbe amirt^riate role of federal policy In tbe banking system. 
Congress has recognized that a viable system of federal chartering Is a key to 
the government's authority over a major portion of tbe banking system. This 
authority' has been Important from the perspective of statutory limitations and 
incentives to promote a sound, competitive and progressive banking structure. 

With tbU perspective. It Is partieularly Ironic that institutions with certain 
characteristics are now being given a significant incentive to convert from a na- 
tltMial charter to state charter by the federal government Itself. To the degree 
that significant numbers of banks leave tbe national system for state nonmember 
status, the Impact of federal law and policy on tbe banking system ts nKteesarily 
diminished. In short, the Inequitable Impact of reserve requirements Is serving to 
undermine the purposes of the National Bank Act and to lessen the role of Con- 
gresstonally defined standards of conduct, prudence and diversification in the 
nation's financial system. 

In addition to lessening the impact of the National Bank Act and other legisla- 
tion applicable to national banks and other member institutions generally, the 
Incremental effect of inequitable reserve requirements se«ns most likely to 
discourage small Institutions from seeking or retaining national rtiarters. Al- 
though some have argued that tbe Comptroller of the Currency should be the r^u- 
lator of large banks, leaving the smaller institutions to the states, I would find 
that result singularly unfortonate. My experiwice as Superintendent of Banks In 
New York State underscored for me the Importance of a supervisor having Juris- 
diction over a balanced range of different types and sizes of institutions, 'nils Is 
necessary to maintain an appropriate understanding of the banking system and 
may. from time to time, be instruments of federal policy, it Is Important that Insti- 
tutions of all sizes have a place in the system. 



POTKNTIAL ntTAOT OH BUPEaTIBIOn Ain> BISIIIAXIOF 

While conTereions from the national bankiiig system to date have not seriously 
interfered with oar abllitr to supeirlBe and regulate banks, or threatened the 
soimdneas of an; indiTldoal bank, I b^eve that if this trend c(»tlnuee and ac- 
celerates, it will hare an adverse impact on our anperrisorr capacitf . The sources 
of this concern are Bereral. 

The first arises ont of problems associated with the transIUon which occurs as a 
bank converts frcHn primary sapervision by the Comptroller'a Office to primaiy 
supervision by a state authority. The soperrislmi of a large financial Institutlin) 
is a complex task. Critical to performing that task effectively Is the thorough 
knowledge of the bank's personnel, policies and history. The new examination pro- 
cedures recently adopted by the Comptroller of the Currency onphaslse these 
&ctore. 

To the degree that this underatandlng of the institution Ig an Important 
aspect of supervision and regulation, the efficiency and effectlvensa of supervision 
are damaged when a bank chaugee from one system to another. We view this 
slippage as a price paid for the malntwiance of a vital dual system, and needless 
to say, we make every effort to minlmlxe It through effective communication and 
coordination among regulators. 

Thus far, no major supervisory lapses have come to my attmtlon as a result 
of such a conversion. Nevertheless, tbe shift does place a strain oa the supervisory 
framework and consnmee extra resources. Were the level of conversions to in- 
crease substantially and were those conversions to Include a substantial nnmber 
of large Instltntlons, it would surely have a signiacant impact on the efficiency 
and effectiveness of our supervisory and regulatory efforts. 

Second, to the degree that shifts occur from national to state charters, a com- 
mercial bank Is leaving a framework of regulation which, In the aftermath of the 
failures of U.S. National Bank and Franklin National Bank, has made enonnoos 
strides In modernizing its approaches and policies to deal with large, comply 
financial Institutions. Tbe process continues as we move In the coming m(mths to 
establish a multinational division which will focus specifically on the problem of 
large national banks. Here again, significantly increased attrition, especially 
among large banks, appears likely to lead, at least In the short-run, to a loss of 
eOcl^icy and effectiveness in aupervlsitm and r^nlatlon. 

IMPACT OH MOHZTABT FDLIOT ■» 

Tbe principal concern of the Federal Reserve Board has been the Impact of 
continued membership attrition on its ability to conduct monetary poll(7. Ghalr- 
man Miller has stated that "(a)s fewer and fewer banks, and a smaller share of 
the nation's deposits, remain with the Federal Reserve Systoa, the ability of the 
System to Influence the nation's m<mey and credit becomes weaker." Three fac- 
tors were cited by Chairman Miller in this regard. Including the argomraits : that 
availability of the discount window as a "safety valve," allowing Indlrldoal banks 
to make adjustments during periods of restrictive action by the Federal Beserre, 
provides needed flexibility which Is diminished by attrition; that attrition 
within the System weakens the link between bank reserves and the mmetary ag- 
gregates, thereby blunting the precision with which monetary pcriicy can be 
exercised ; and that while reserve requirements historically have not beui an 
membership consideratlwi, especially during a period in which the efllcacy of op«i 
effective tool of monetary policy It could be used as an effectlTe tool but for the 
market tolerations Is diminished. 

Historically, critics of the Federal Reserve's position have countered the Fed- 
eral Reserve System's proposals for solution of the membership problem with the 
argument that nether reserve requirements nor membership is necessary for the 
^ectlve conduct of monetary poUcy. They contend that open market operations 
are the princlinl tool of monetary policy, and the Federal Reserve Board does 
not need to maintain direct control over reserves, but only be assured of adequate 
data. 

The debate over the years indicates that reasonable pecq^le are divided on the 
need for reserve requirements as a tool of mtxietary policy and the need for mau- 
bershlp at all. It seems to me, however, that Chairman Miller placed his case In 
the proper perspective by arguing, not that attrltitm necessarily destroys the 
effectiveness of monetary policy, but that, as a practical matter, the current traod 
may have the negative Impact of rednciiig the System's fiexibilltr and precision. 
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Whether or not those who argne on the theoretical basis are tdtlmatdy correct, 
I believe that the Federal Bcflerve's pragmatic concenu shonid be glrui great 
deference. 

In addition to the concerns I have outlined, two other facton se^n relerant. 
Apart from debates as to the t^tlmal etractnre from the point of view of monetary 
pollc7> the Tery state of finx resulting from contlnaed and accelerating attrition 
may well complicate the condnct of monetary policy, atnce (mgolng adJnsdn^itB 
In tools of analysis and policy mnst be made to take Into acconnt the ^h a n g ing 
^stem. Moreover, there can be little doubt that concern with the membership 
problHn is dletractluc and occupies valuable reaonrces. 

PBOPOsen scH.inT0KB 

The immediate task before us Is to devise a strategy tot reetmctnring reaerve 
reqniremests which will correct the dlseqnllibritun resulting from the inequitable 
burden of these requirements on some member instltutlonB, thereby avoiding the 
c<Hisequences of contlnned and accelemted attrition from Federal Beeerve mem- 
bership. Addressing this task, we should keep foremost In mind a Icmg-mn ob- 
jective: the evolution of a flnandal system which Is as efficient and flexible as 
posBible. 

I am convinced that the most desirable financial system is <aie which r^es to 
the maximum degree possible on the market mechanism as the allocator of 
resources. Of course, this Is not our present eyetOD. The maintenance of sterile 
reserves; the prohibition of the payment of interest on demand deposits and 
other interest rate re«trictions ; the abs^ice ot explicit pricing of Federal Be- 
serve and correspondent services ; and limitations on which Institutions can use 
these services ; and limitations on which institutions can use these services r^re- 
scnt interference with the market mechanism. As such, they are not necessarily 
bad ; at tlmee, governmental Intervention in the marketplace is aK>roprlate. At the 
same time, dqiarturee from a market system shonid be catefolly examined and re- 
examined to see that they are warranted, that they do not lead to unintended 
consequences, and that they have not outlived their usefolnees. The existing dis- 
equilibrium, In my Judgment, arises out of a framework of governmental action 
and restrlcttons which has grown increasingly inappropriate. 

Accordingly, In fashioning a short-mu solution to the attritlMi problnn, we 
should seek to modify the existing framework in a manner that will facilitate 
greater reliance on the maricet and less r^ance on governmental declsttms or re- 
Btrlctiona. In my Judgment, broad outlines ot the framework which we should 
work toward Include: reserve requirements which fall equally upcm comparable 
liabllitieB for all deposit-taking InsUtuttons. In my Judgment, broad outlines of 
the framework which we should work toward Indnde reserve requirements 
which fail equally upon comparable Ilabllldee for all deposit-taking instltntlona ; 
the receipt of a rate of return ai^rcvrlate under the drcumstances on these 
reserve balances ; explicit pricing of Federal Reserve and correspondent services ; 
explicit pricing of Federal Reserve and cocieepondent services ; opea access to 
these services for all Institutions which maintain reserves; and paymoit of 
lntere«t cm demand balances. 

These changes cannot be implemented Immediately or simultaneously. Bven if 
It were possible to do so, it might not be desirable, since immediate ImpoBltion of 
such a revision would probably cause slgnlflcant dislocations. Bather, a more 
measured approach ie appropriate. At the same time, In the context of actlcm 
to avoid the consequences of contlnaed and accelerated attrition from the Sys- 
tem, It U poraible to take aflSrmative steps to move in the direction we have 
outlined. 

At least three approaches to restructuring of reserve requirements have been 
pr<vosed. These include: imposition of at least some reserve requirements on 
nonmember institutions; the payment of interest on required reserves or per- 
mitting member banks to hold reserves In interest-bearing inatmmentB ; and the 
lowering of reserve reQuirements. Any one or a combination of tb'se might solve 
the problem of membership attrlti(m. 



Achieve substantial equity amcmg competitors of comparable stse and 
<4)aracterlstics, whether they be state or nationally chartered, members or 
nonmembers, or thrifts or commercial banks ; 
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Maxlmiie tiie efBdencj and effecttveiiesB of our cmitrol of monetatr policy 
In tlie loDS-run ; 
Minimize the cost to tbe Treaeuir and hence the taxpayer; 
Restore the balance between the state and natlona] banking bjbUxob; 
Minimise the difficulty of administering the aystem In a manner to main- 
tain equilibrium ; and flnally, 

Be moat confdatent with loog-mn changes whidi will insure a more ef- 
ficient financial system which places maximum reliance on [olcins and cmn- 
Xtetltion rather than governmental Interrentlon. , 

We bellere that the fmpoBltion of reserve requirements on member and non- 
member institntiona represents the strategy for stemming withdrawal from 
System membership most nearly coDBlatent with theae principles and that this 
approach should be adopted by this Congresa. 

Gxtensloa of reserve requirements to nonmembere is the preferred solntloD 
for several reaaons. First of all, the success of various proposals which have 
focused upon tbe payment of interest on reserves to stem attritlcm would be 
dependent on correct tai^etlng of tbe benefits conferred. This wonld be difficult 
to administer and might require constant adjustments In order to achieve the 
desired effect. Second, predseiy because targeting is required to stem attritico 
at a minimum cost, the payment of interest on reserves would almost certainly 
by Itself fail to address the question of equity among comparable Institntions. 
Third, universal reserve requirements could Involve the least coat to Treasury 
and hence the taxpayers. Fourth, tbe Imposition of some form of universal re- 
serve requirements represents a step toward more effective control and flex- 
ibility over monetary policy — a step wliicb might allow the Federal Reserve Sys- 
tem to set reserve requirements at a relatively low leveL 

We have not attempted to address the specifics of various proposals in great 
detail. I am. of course, prepared to address the issues raised by each of Oie pro- 
posals now before the Congress. A few specific points should be noted. 

As a matter of logic and fairness, reserve requirements should be imposed 
equally upon all deposit-taking institutions which compete wltb one another. 
The case is especially strong with respect to transactions account from the point 
of view of both monetary policy and equity. Since other deposit-taking InstltD- 
tions are Increaalngly in direct comi)etition with commercial banks to provide 
tbis facility, it seems only fair that tbe burden of the tax-imposed by reserve re- 
quirements be shared by these institutions on an equitable basis. And, as other 
depOBlt-taldng Institutions increasingly provide transactions accounts, these bal- 
ances may become important in the exercise of monetary policy. S. 3301 recog- 
nizes these points. 

However, alttaough we support the extension of reserve requirements to all In- 
stitutions, we do not believe that action to address the attrition problem should 
necessarily await the imposition ot federally-mandated reserve requirements aycm 
institutions other than commercial banks, which have heretofore not been subject 
to such reserve requirements. It is poeslble. for example, to conceive of several 
approaches which would involve a pliasing-in of reserve requirements as other 
deposit-taking Institutions come into more direct competition with commercial 
banks. One might, for example, key the imposition of reserve requirements to a 
rather high level of transactions accounts. 

Second, we believe that the Federal Reserve System should move as qnickly 
as poBSlbie to price Its services, and we favor open access to Federal Beswve 
services for all nonmembera at nondiscriminatory prices. Although not opposed 
to legislation requiring pricing, we believe sn<^ legislation may not be necM- 
sary given the stated commitment of the Federal Beserve System to move to a 
system of explicit pricing. In any event, legislation requiring the Federal Re- 
serve System to price its services should allow for the orderly Introduction of 
such a systKn— recognizing the task of pricing services heretofore without 
charge will be difficult and that the transition period will necessarily require a 
comples series of adjustmenta cm the part of many affected Institutltms and the 
flnandal markets. 

Third, the payment of market rates of interest on required reserves should be 
linked to both the phasli^-in (tf Federal Reserve System pricing and to eUmlna- 
tion of the prohibition of tbe paymoit of interest mi Interiiank demand balsnces. 
The linkage between Federal Reserve services and the earning of Interest on 
reserves, of coarse, arises because free services now provide a snbetltate for 
interest on these reserve balances. Thus, to tbe degree that banks are compen- 
sated for reserves, the services Should no longer be provided wittaoat diaige. 
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Sbntlarlr, coneq^ndent banks now prorlde free servlcea as compensation few 
balances. In order to maintain the viability of the correspondent srstem and to 
provide yanlsttck cmnpetltion for the Federal Seserve Srstem, correqmndHtts 
sttonld be allowed to pay Int^est on demand balances wM(A are maintained with 
them. 

Final]}', we support legislation whlcb expands the authority of the Federal Be- 
serve Board to require information to aBslst it in the conduct of monetarj policy. 
This provision le supported by scholars and practltlCHiers of monetary polity, 
and deserves enactment 

In conclusion, I would reiterate two points. Attrition from the Fedwal Be- 
serve System is a problem which deserves a solution now before it causes eerious 
consequences and not after, In devising an immediate solution, we shonld seek 
measures which facilitate and encourage evolution of the lunklng ayst^n in a 
manner that involves greater reliance on the market mechanism and less, reli- 
ance on government prescription. We look forward to working with the Com- 
mittee and Its staff in this effort. 

Senator Riegle. [presiding]. Thtuik you, Mr. Heimann. We are de- 
lighted to have you here, it is a pleasure seeing you again. 

Ma. Green wald, do you want to proceed next? It is a pleasure to 
have you back here. 

STATEUEHT OF CABOL 8. OBEENWALD, COUUISSIOVEB 07 BAITES, 
COUHONWEALTH OF HASSACHUSETTS 

Ms. Grbbnwald. I welcome this opportunity to review and comment 
on the appropriate role of the Federal Reserve System, It is quite 
clear the IJ.S- economy needs a central bank which can devote its at- 
tention to monetary policy and to preventing a liquidity crisis. 

Although I have heard several comments this morning that tie 
membership in the Federal Reserve with the ability of the ^d to cmi- 
duct monetary policy, as an economist I believe that is not true. 

However, I support legislation to allow the Fed to set universal 
reserve requirements in the context of universal non-membership in 
the Federal Reserve Syst«m, because I do believe worrying about 
membership has kept the Fed from spending all of its time which it 
desperately needs to devote to monetary policy. In that sense it di- 
verts the attention of the Board from important problems. Does mem- 
bership at all impact on monetary policy ? Let me explain what I mean 
by universal reserve requirements in a system of universal non-mem- 
bership. I have no problem as a State regulator with having the Fed 
set reserve requirements for banks. In fact, right now the State Re- 
serve requirements are approximately at the same level as the Federal 
Reserve requirements on transaction accounts. 

It is the composition of those reserves that differs, but not the level. 
,So there is no problem with that. We should have the Fed setting re- 
serve requirements, but give up its authority in the area of supervision. 
The present State-chartered member banlis would then be regulated 
by FDIC. The Fed can set reserves in line with what it sees as the 
needs of monetary policy, and we would have access to the discount 
window for all depository financial institutions, access to the Fed's 
services at full cost by all depository institutions, and the Fed setting 
the required reserves. 

If instead there has to be some compromise made with the dual bank- 
inff system and we have to leave the Fed setting reserve requirements 
only for federally chartered institutions, then we are left with dis- 
advantage of having to pay interest on required reserves. It is a very 

n .J ii,-j'- ■;■- V- it.n.is;iC 



212 

costly solution, and you would have attritimi of Fed membership be- 
cause of the cost of "belonging to the system, unless the Fed pays in- 
terest on reserves held at the Fed. I agree wth the Chairman that 
eventually we will be paying interest at market rates, that will be the 
onW way to keep the memoers. 

If the States allow reserves to be held in Treasury bills and market 
bearing Government securities, to keep it competitive, you would have 
to pay market rates of interest. That is a very big tax cut to give 
the largest banks in this country. 

I find it very difficult to thmk the Congress deliberated and came 
up with the conclusion that the group most in need of a tax cut at this 
time is the large banks. 

My major problem with the Fed's proposal as opposed to my alter- 
native for universal nonmembership is that their proposal is really a 
plan not only for universal reserve requirements, but for universal 
membership.The way they have it set up, they will equalize the burden 
among all financial institutions, but they won't quite equalize all of the 
benefits. You must remember only members are going to have access to 
the discount window. Everybody has the same burdens, but only mem- 
bers have access to the discount window. So obviously it is only sensi- 
ble to end up being a member. 

Although the Fed has said that universal reserve setting authority 
has DO regulatory aspects, that is not quite true, because it logically 
leads to the universal membership. 

I have testified on other occasions before this committee in favor 
of the Federal Bank Commission, and I still believe you want to 
separate bank supervision and the central bank authority. What we 
would have now if we go along with the Fed's proposal is we will 
have made the Federal Reserve the heir apparent to the Federal Bank 
Commission, because it will be the only Federal regulatory authority 
which will have regulatory control over all kinds of linancial institu- 
tions. 

And while I think it is right to centralize supervision, I think we 
shold debate at this point whether we really want to merge the Federal 
Bank Commission into the Federal Reserve System. 

It seems to me regardless of what we do with reserves, we really 
want to answer the question of access to the discount window. It would 
be absurd to say that the central bank is only willing to come to the 
aid of a bank in terms of a liquidity crisis if it is a member of the Fed- 
eral Reserve. We have managed to debase our central bank to tJie level 
of a private club or trade association. That is certainly absurd. If you 
want to make sure that banks only use the discount window when tney 
have liquidity problems, you could tie the discount rate at a quarter 
of a point above the Federal funds or Treasury bill rate. Proposals to 
make the discount rate a penalty rate have been around for a long time. 
It could be enacted as part of the proposal for opening up access to 
the discount window to all banks. 

As I have said previously, paying interest on reserves is no longer 
needed when you go to the universal reserve requirement, and since 
going to the universal reserve requirement has the advantage of not 
costing the Treasury and the U.fc». taxpayers any money, pms it has 
the advantage of ending the Federal Reserve wasting its time think- 
ing about members, I would endorse and highly recommend that the 



Congress move toward the Federal Reserve having the authority to 
set universal reserves in the context of universal noninembership, so 
that the Fed can he reoriented to being the central bank. 

Finally, just to comment on Chairman Beuss' plan, I think it is an 
excellent plan. It has only, I think, three minor disadvantages. One is 
you still have the membership problem for banks with under $100 
million in reserve liabilities and it won't solve access to the discount 
window for those banks who are outside of the Fed, and you could 
have a liquidity problem and a crisis created when some of those banks 
needed funds. 

Also the Chairman's proposal does not include NOW accounts, and 
when "we go to national NOW accounts, we would have to change his 
definition of transaction account to include those thrift instituti<ms 
that would have the NOW accounts. 

Finally, we are left with a situation of a central bank with members 
and the central bank still worrying about its political position and its 
constituency. 

So I think the preferred way to go is universal reserve require- 
ments and take them out of the supervision business entirely. 

Thank you. 

[The complete statement of Carol S. Greenwald, Commissioner of 
Banks, follows :] 

Statehent or Cabol S. Gbeenwaid, MAesiCHna&rrs Coiiiit8SI0iieb or Baitkb 

I welcome ttde opportnnll? to review and comment on the appropriate role of the 
FedHBl Beserve System. The U.S. economy needs a central bank which can devote 
!t8 attentlMi to monetary policy and to preventing liquidity crises. Tbla can best 
be accofl^)li{dled it the Federal Reserve had no occasion to waste Its time worrying 
aboat a membership problem. The. obvious solutiim Is to abolish membership, to 
give every bank access to the discoimt window and to Federal Reserve services 
at fnll cost and to allow the Fed to set reqnired reaerves. 

The Fed's plan (or onlyersal reserve requirements la really a plan for universal 
membea-diip. To separate hnreaucrattc amldtion front allegedly needed moiKtary 
policy omtrols, the Fed ahonld be given broader reserve setting authority, bnt 
should give np the concept of mnnbership and withdraw tram the bank enper- 
vlsltxi area. This Is a proposal for universal non-memberahlp in a purified c^itral 
bank. Present state-chartered members would be regulated by the FDIO. The Fed 
coold set reserves in line with needed monetary politry goals. To do this, It does not 
need to be the examining agency. With universal reserve setting authority, the 
concept of membership bec<wies obsolete. The other side of the universal reserve 
setting anOiority should be ttniversal non-membership^ 

Whether the Fed set^ the level of required reserves for all depository instltu- 
tlons with transaction accounts or just for Tederally -chartered Institntlons does 
not HK>ear to be erueial for monetary policy. The symmetry of the dual banking 
system would be preserved if the Fed set required reeerve levels Just for federally- 
Chartered institntlons. Doing this in combination with legal authority to collect 
asset and liability data from state-chartered institutions would amply meet 
monetary policy needs. Required reserve levels are about the same whether set by 
the Federal Reserve or the states, since they are set by what Is considered 
prudent liquidity requirements. The main difference is In Uie compoaitlan of the 
reserves, not In the levels. The proposals to allow the Fed to pay Interest oa 
reserves would remove an important element of difference. 

nie disadvantages of not having the Federal Reserve set universal reserve 
requimneuts are two : 

First, federal reserve requirements could be higher than some state require- 
nwats leaving a minor competitive disadvantage to federally-chartered instltu- 
tlMis. But this is no way would he anything like the present disadvnntage suffered 
t^ members vnsns non-members. In fact, the relative burdens are likely to be nxf 
madt the same if federally-chartered Instltntitaia are paid the Treasury bill rate 
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on reserree. Second, If tbe EM in fact did decide at some point in tbe tntare to 
revive changing reserve reqnirements as a monetarj' tool, the effectlveneea of tbia 
tool would be dilated stmiewhat hy its limitation to federaUf-chartered Inatitn- 
tlons. Tbe diluting effect would not be great, bowever, aod, In fact, tbis la almost 
a purely theoretical consideration since tbe Fed has used changing reserve require- 
ments as a monetary tool so rarely. It has not be«i used because It is considered 
a eledg^ammer approach ; and there are much more flexible instruments avail- 
abte. I.e., open marlcet operations. Open market operations have been the (iterating 
tool of nuHietary policy and its effectiveness Is not afTected by whether state law or 
the Federal Reserve has set a given level of reserve requirements. 

Tbe major disadvantage of tbe Fed plan Is tbat it Is really a plan for universal 
membership. Ita propoeal would allow it to set reserves Cor all institutioas, pay tbe 
sante rate of Interest on those reserves, and to offer all services but tbe discount 
window to all banks at tbe same rate. Since the burdens are the same for mem- 
bers and non-members, but only mwnbera get access to the dlscotmt window, tt 
would only make s^ise In this setting to be a member. The Fed has said that uni- 
versal reserve setting authority has no regulatory or Bupervlsory aspect. That may 
be true nnless you look to see that it logically leads to nntversal memberablp. 
And Urns the Fed will be the logical heir apparent to become the Federal Bank 
Comml6£d.on, for only the Fed would then have federal regulatory respmiBlbility 
for all depository InstltntlonB. 

We have previously testtfled tbat a unlfled federal bank supervisory agency is a 
good idea. We argued, however, that this function should be separate from the 
agency dealing with m<Mietary policy. A plan for universal non-membership with 
access to the discount window and Fed servloee for all de^wsitory institutions has 
really the same long-run efTects as the Fed's plan, only without the self- 
aggrandlzemmt of the latter. Our proposal here for unlverSHl n on -membership 
would help create a pure central bank. I.e. one with responsibility for monetary 
policy and a lender of last resort. These are the essential functions of a central 
bank. The Fed's proposal for universal membership is one (n which It would end 
up as the superbanklng agency. I.e. central bank and federal bank commission 
combined. This degree of centralization may or may not be desirable, but tt should 
be debated now. 

Begardless of who sets reserve reqnirements, the absurdity of access to the 
discount window being limited to members mnst be dealt with. The Fed was 
created as a result of a liquidity crisis to be a lender of last resort; before anyone 
ever thought of discretionary monetary policy. To limit the discount window to 
members ts to debase the central bank to the level of a trade association or private 
club. We are proposing universal access to the discount window by all depoeitwy 
Institutions. To Insure that the borrowing Is used Judldonsly, I would tie tbe dis- 
count rate to a ^ point above the federal funds rate or the Treasury bill rate. 

Paying Interest on reserves la not an essential feature of a universal non-mon- 
bership system In which the central bank sets universal reserve requiremoits. 
Tbe Fed originally proposed paying interest on reserves to solve a membership 
problem, which is no longer a problem In a non -membership system. It would make 
sense to let the Fed pay Interest on reserves If tbe Fed only set reserve require- 
ments for federally-chartered institutions because the states let state-cbailered 
banks hold reserves In government securities. 

Paying Interest on reserves Is a tax cut for banks especially tbe largest and a 
transfer to them of substantial proportion. To make more sense of this large tax 
cut for banks, it should be shared with the public by lifting the prohibition of pay- 
ing interest on demand deposits. Last year, this Is just what the Fed proposed — 
tying national NOW account availability to tbe Fed paying Interest on reserves. 
It was previously argued that not all the benefits of tbe tax cut would go to the 
public even with NOW accounts, but some would have and now we have lost even 
that much. I would find It bard to believe tbat the Contrress bas determined tliat 
the largest banks are tbe dements in our society most In need of a tax cut 

I am tired of bearing about the Fed's membership "problem". Tou may be tired 
of It too, as tbe American public and the media are tired and confused by tbis ob- 
scure issne which. Incredibly, Is tbe number one priority of tbe distinguished new 
chairman ot the Federal Reserve System. Tbe Fed's proposal In its latest jvrsloa, 
is obscnre to the public and laden with complex provisions only because tt is de- 
signed principally to eOtn tbe membership problem. Cutting to tbe cme of tbe 
plan, I And merit In its baric reserve-setting component and would recommeDd 
BtatntoiT (Aumges to provide this authority to tbe Fed in tbe context at univvrsal 
ntm-membershlp and reorientation of the Fed's actiylUes to focus oa Its essential 
reqwnBtbitlttee as the central bank. 
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ADDENDUM 

The Honse Banking, Finance, and Urban Affafra Committee's recently prtqicwied 
plan to solve the Fed memberahip "problem" la clearly superior to Uie tbree alter- 
natives prevlouHlf presented. It is a very good plan. 

I would only note three minor dleavantagea of this plan as compared to uni- 
versal reserve setting on transaction accounts by the Fed In a system of universal 
nonmembershlp : 

J. It vrlll not solve the membership problem for banks with under f 100 mlliioo in 
reserve llabllltlea which wlU c<mtiniie to have an econtHnlc incentive for leaving 
the system. The continued eroaion of these banks could well precliritate a crisis if 
access to the discount window continued to be limited to members. 

2. When national NOW accounts are authorized. It will be necessary to change 
the deQnltion of reserve liabilities presently proposed to include all transacUoD 
accounts at both commercial banks and thrifts. 

3. The bade anomaly of having a central tmnk with members will ranaln and 
the Fed still waste time worrying about Its constituency and be heavily in- 
volved in regnlatory matters rather than focusing attention more clearly on its 
essential central bank responsibilities. 

Senator Rieole. Thank you, Ms. Greenwald. Mr. Ravenscroft, we 
know you come as an advocate of this approach, so we will be in- 
terested in hearing from you. 

STATEUENT 07 BICEABD 8. B&TENSCROFT, FSESIDENT, ACCOH- 
FAKIEI) BT OEOSOE S. NOBTON, EZECUTIVE VICE FRESISEHT 
Airs CASHIER, PHILADELPHIA NATIONAL CORP. 

Mr. Ravenscropt. Thank you, Mr. Chairman. I am Richard S. 
Ravenscroft, president of the Philadelphia National Corp., a one- 
bank holding company, whose principal subsidiary is the Philadelphia 
National Bank. 

Philadelphia National is the 28th largest U.S. commercial bank 
based on deposits, with a full range of consumer and commercial bank- 
ing business, including an extensive correspondent banking businesB 
focused on clearing and payment services. 

The corporation's other subsidiaries operate in the areas of mort- 
gage banking, consumer and commercial finance, Government se- 
curities trading and investment advisory services and come within 
the supervisory jurisdiction of the Federal Reserve System, 

We want to thank you for the invitation to present our views here 
today on S. 3304, the Federal Reserve Requirements Act of 1978. 

We favor tlie legislation because it would improve, in our views, the 
determination and execution of monetary policy, the soundness of 
the banking system, and the efficiency of our national payments 
system. 

Further, it would end the abuse of the Federal Reserve's operating 
services to figlit the problem of membership attrition, which works to 
the detriment of private competition and initiative. 

We are a member of the Thira Federal Reserve District. Within our 
district we have seen 23 banks withdraw from the system from the end 
of 1970 to the beginning of this year. More have left this year, and 
still more appear on the brink of leaving, especially in the present 
climate of high inflation and interest rates. This experience parallels 
the nationwide trend reported by Chairman Miller in his recent 
testimony. 
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We are deeply concerned with the imj^lications of t^iis de- 
cline in the proportion of bank deposits subject to reserve require- 
ments as it relates to the process of establishing and carrying out 
monetary policy. This trend also restricts ban^' access to the re- 
sources of the Nation's lender of last resort during periods of severe 
economic stress. From our perspective of close day-to-day involve- 
ment with the Federal Reserve System, it is clear that the environmrait 
in which we operate has changed considerably as the Federal Reserve's 
membership problem has deepened and the Federal Reserve in turn 
has used every available mechanism in an unsuccessful effort to 
re^ond. 

The first and perhaps most controversial of the proposals in S. 3304 
would require the establishment of reserve balances at the Federal 
Reserve for all transaction accounts in depository institutitms. By 
defining transaction accounts to include such services as negotiable 
order of withdrawal or NOW accounts in thrift institutions and share 
draft accounts in credit unions, this would extend reserve require- 
ments not only to all but the smallest member and nonmember banks, 
but also to certain deposits in other financial institutions. 

There is strong logic to this provision. It would improve control 
over monetary growth by bringing more of the basic money supply 
under the Federal Reserve's direct influence. It would also provide 
more uniform governmental treatment of deposits which perform 
basically similar economic functions. 

On the other hand, we recognize very practical problems with 
passage of legislation bearing this provision and would recommend 
its exclusion, if necessary, so as to not protract debate. 

In the longer view, we see issues of regulatory supervision and 
System membership as directly related to the major structural and 
technological changes which have reshaped our financial system and 
institutions. Today, commercial banks, like ourselves, compete for 
sources of funds and for earning assets with a host of other institutions, 
thrifts, credit unions, foreign banks, some insurance companies and 
brokerage houses, the commercial paper and capital markrts, and the 
financial services units of major commercial and retail companies. 

So much for the monopoly of the banking industry. In view of the 
urgency of correcting the membership problem, we feel tiiat the issue 
of evenhanded treatment of all types of financial institutions of- 
fering financial services should be set aside, but we do note that 
the cc^ts, restrictions, and inflexibilities of membership lie upon those 
commercial hanks, small, medium, and large, who nave remained 
within the System. 

The most effective incentive to retain and build membership in the 
Federal Reserve System lies in the payment of interest on reserve 
balances. We oppose as discriminatory any propo=Hl to limit the rate 
of interest paid on reserve balances over ^5 million, or any other 
arbitrary amoimt. 

We are aware that there are other ways to reduce the burden of 
niembership, for example, by reduction of reserve levels, or by pro- 
vision for holding; some fixed portion of reserves in the form of Gov- 
ernment securities. However, the payment of interest on reserves 
seems to us to be the most straightforward and simple approach, and 
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the one least encnmted with side issues related to the Federal Reserve's 
monetary role. 

The reserve requirement associated with Federal Reserve mem- 
bership is in effect a special tax on member banks, or, more precisely, 
a levy based upon the sum of deposits placed in those banks by in- 
dividual customers. 

Chairman Miller recently estimated the current level of that tax as 
$650 million a year ; we believe that is a most conservative estimate. We 
recognize the concern of the Treasury about the impact of this proposal 
on its revenues, particularly as it faces the prospect of financing budget 
deficits of truly heroic dimension. 

In turn, the Treasury should recognize that without prompt, de- 
cisive relief, membership will continue to erode, probably at an 
accelerated rate. 

In turn, reserve balances held by the Federal Reserve will decline, 
and with them the Treasury's revenues. 

Chairman Miller has estimated that these losses will grow l^ at 
least $80 million for every year there is no relief. If membwship wrae 
made attractive again, the reverse sequence could be expected. On 
balance, it is misleading to characterize interest payments as a "raid 
on the Treasury." To paraphrase one of the more prominent citizens 
of our town, such a view simply is penny-wise and pound-foolish. 

The effect of the tax represented by the reserve requirement becomes 
almost diabolical as member banks are forced by competitive pressures 
and economic reality to move toward paying interest evat on cus- 
tomers' transaction balances, as thev have been for more than a decade 
on temporarily idle balances. 

It also has an effect on the lending side. It seems curious that to 
achieve the same effective margin on a loan to a conmiercial borrower, 
U.S. commercial banks must charge roughly a half percent higher in- 
terest than that charged by a foreign bank or a nonregulated competitor 
and that all of the markup flows through our coffers into those of the 
U.S. Treasury. 

It is in this context that I view comments that interest payments ffli 
mandated reserves represent a gift to the largest banks. It should come 
as no surprise that the largest banks receive the largest sums on their 
reserves; they have more customers providing more deposits upon 
which those reserves are based, and those idle sums currently prorids 
the largest share of the revenues turned over to the Treasury. 

There is nothing illogical or unfair about returning interest pay- 
ments to all banks, regardless of size, in proportion to the amount of 
earning opportunities they are forced to forego by maintaining sterile 
reserves ai the Federal Reserve. 

I dont see that any useful purpose is served by punitive or dis- 
criminatory provisitHis aimed at the 10 largest banks, or the 50 lai^;est. 
Our banking system is based on a diversity of institutions. We need our 
large banks, which provide a breadth and sophistication of services 
the small ones cannot, as well as our small banks, which provide more 
convenient, often more personal services and attention. 

A bank becomes and remains large because individuals and bnsd- 
nesses make a cumulative set of explicit decisions to place their de- 
posits with that institution. It is an observable fact, however, to which 
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thB committee chairman alluded earlier, that many of our largest banks 
are ont adequately profitable today, judged by tlie standard of busi- 
ness enterprise in geenral, the performance level of their banking 
peers, and the requisites of the capital markets. Because of domestic 
brandling and line-of-business restrictions, the direct operations of 
many of tiie largest banks are confined to areas of declining econmnic 
vitality. Because of their central urban locations tliey probably face 
severe inflationary costs and growing local tax burdens. They have felt 
most directly competition from foreign banlra not subject to the same 
reserve requirements and restrictionsj as well as from other nonregu- 
lated markets and institutions providing commercial and consumer 
credit services. 

Large banks bear a disproportionate share of the huge and still 
growing cost of (government regulation, reporting, and examination. 
They are already discriminated against in the progi-essive way in which 
the required reserve balance is calculated. Any additional discrimina- 
tory provisions would tend to worsen a situation which has already 
seen a number of major banks, weakened by these pressures, fall prey 
to foreign opportunists. 

Those who have suffered most from these circumstances have been 
the shareliolders who, by and large, are individuals or trusts and pen- 
sion funds organized on behalf of individuals. About 80 percent of 
Philadelphia National's stock is held by individuals or by fiduciary 
intermediaries on behalf of individuals, with the average individu^ 
holding less than $5,000 at current market value. 

Across the nation, in small banks and large, bank earnings provide 
benefits of dividend income and capital appreciation to people of 
ordinary means. 

Wo have stated our philosophical basis for supporting interest pay- 
ments on reserve balances. In my view, these reasons are fortified by 
some very practical considerations which relate to the simultaneous 
unbundling and explicit pricing of tlie Federal Reserve's operating 
services. Our bank will send about 200 million checks through the 
system this year, and thus faces substantial charges for such services. 
However, we strongly favor this approach. An equitably structured 
pricing system woiUd permit private competition and innovation in 
payment services, fostering a truly efficient, cost-effective national 
payments system witli immense public economic benefit. 

Quite bluntly, existing Federal Reserve services need not meet any 
marketplace test of economic efficiency. Member banks, faced with the 
need to recover as much return as they can on their unproductive re- 
serve balances, have a strong incentive to use any service the Federal 
Reserve provides. Many banJcs are using services provided by the Fed- 
eral Reserve that could be provided either at less cost or with greater 
convenience or efficiency by the private sector. 

What kind of a pricing system would provide the marketplace tests 
needed to stimulate greater efficiencies in the payments system? We 
recognize that the mechanics of pricing and cost allocation are com- 
plex, and for the Federal Reserve, the task will be extraordinarily dif- 
ficult. Since the Federal Reserve's decisitms have great consequence 
for competition in payments services, it is important that the criteria 
for pricing be open to public view and discussion. 
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Prices charged banks for the Federal Reserve's services must reflect 
the cost to the Federal Reserve, allocated fully and equitably among 
all services. We believe that the service and pricing structure must in- 
corporate the principle that availability of funds to banks will be based 
uniformly on the Federal Reserve's actual collection patterns. 

The American Bankers Association, recognizing the complexity of 
this problem, has commissioned a further set of surveys and studies 
on it. So far the Federal Reserve has not made public its own thoughts 
on the subject in sufficient detail to permit useful analysis and 
discussion. 

We would anticipate that the payment of interest on reserves and 
resultant relief of the membership problem would bring an end to the 
perversion of the Federal Reserve's service role in the cause of aiding 
membership retention. WhiJe we believe firmly in the value of Federal 
Reserve independence in establishing monetary policy, we believe its 
approach to operating services to to amenable to continuing public 
discussion and debate. 

In our view the worthwhile objective of arresting the decline in 
membership has lured the Federal Reserve into adopting predatory 
tactics in promoting its services, into arbitrary and discriminatory 
subsidy of individual banks, and into an unhealthy bending of its own 
service regiilations and operating circulars. 

I will cite a specific example from our own experience. In 1976, 
Philadelphia National, as part of its competitive effort to obtain new 
correspondent banking business, worked out an agreement with four 
banks in the Johnstown, Pa., area to provide certain dieck-clearing 
and check transportation services that were then unavailable from the 
Federal Reserve and which other private institutions had chosen not to 
offer competitively. After the agreement had been worked out in detail, 
the Philadelphia Federal Reserve Bank, notified of it, intervened and 
offered t^he identical service to the four banks at no direct cost to them. 
Naturally, the banks chose the Federal Reserve's offer over ours. In 
order to provide the service, the Federal Reserve had to incur costs 
that I am convinced we could have met, had the Federal Reserve been 
required to charge a fair price for the service. 

In this instance, the Federal Reserve directly undercut a private 
initiative, presumably to engender the good will of four banks, and in 
so doing, provided a de facto subsidy to those institutions funded by 
the local Federal Reserve's profits on the investment of interest-free 
reserve balances refjuired to be maintained with it by district members, 
including ourselves. 

This and similar adventures raise serious public policy issues about 
the current attitude of the Federal Reserve System toward romneti- 
tion. We have done extensii-e analyses of the service pattern of the Fed- 
eral Reserve, not only within the Third Pif^trict. but throughout the 
Svstem. Our analyses clearly show that the effect of variations in cheek- 
clearing schedules, sorting requirements, transportation patterns, and 
rx)licv on float throughout the Rvstem is to : (1) discriminate in serv- 
ices made available to banks in different districts : (2) discriminate be- 
tween larger and smaller banks: and l^'i discriminate in effect by geog- 
raphy within a single district, the Third. 
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We also have direct knowledge of instances in which the Federal Re- 
serve has violated its own service regulations in individual cases; for 
example, permitting a bank to receive service under the 5,000-unsorted 
check program, even thougli its daily average considerably ex(^eded 
5,000 items. 

Our exxjeriences with this kind of competition have increased, in our 
minds, the need for prompt action such as proposed in the present bill 
to alter this pattern of behavior by the Nation's central bank, principal 
regulator and lender of last resort. 

To summarize: (1) We believe that tlie membership problem of the 
Federal Reserve System needs urgent action. 

(2) We support the thrust of Senate bill 3304, with the ccwnments 
I have noted. 

(3) Once we get past the immediate membership problem, we be- 
lieve that the realistic and equitable pricing of the Fed's services will 
encourage the development of flexible, efficient, and cost-effective na- 
tional payments and aline the Federal Reserve's orientation to the 
achievMnent of those important interests. 

Thank you, Mr. Chairman. 

[Prepared statement of Mr. Ravenscroft follows :] 

Statement of Richabd I 

Mr. Chairman and dletlngulelied committee members : I am Richard S, Raven- 
scroft, president of the Philadelphia National Corporation, a one-bank holding 
company whose principal subsidiary is the Philadelphia National Bank. Phila- 
delphia National is the 29th largest U.S. commercial bank based on deposlta, with 
a full range of consumer and commercial banking business, including an ertensive 
correspondent banking business focused on clearing and payment services. The 
corporation's other subsidiaries operate In the areas of mortgage banking, con- 
sumer and commercial finance, government securities trading and Investment ad- 
visory services and come within the supervisory Jurisdiction of the Federal Re- 
serve System. 

We want to thank you for the invitation to present our views here today on 
Senate 3304, the Federal Reserve Requirements Act of 1978. 

We favor the legislation because It would Improve the determination and execu- 
tion of monetary policy, the soundness of the banking system, and the efficiency 
of our national payments system. Further, It would end the abuse of the Federal 
Reserve's operating services to flgbt the problem of membership attrltloii, »liich 
works to the detrim«it of private competition and initiative. 

We are a member of the Third Federal Reserve District. Within our District 
we have seen 23 banks withdraw from the system from the end of 1970 to the 
beginning of this year. More have left this year and still more appear on the brink 
of leaving, especially In the present climate of high in&atlon and Interest rates. 
This experience parallels the nationwide trend reported by Chairman Miller in 
his recent testimony. 

We are deeply concerned with the Implications of this decline In the proportlcai 
of bank deposits subject to reserve requirements as It relates to the process of 
establishing and carrying out monetary policy. This trend also restricts banks' 
access to the resource of the nation's lender of the last resort during periMU of 
severe economic stress. From our perspective of close day-to-day involvemmt 
with the Federal Reserve System, It Is clear that the environment In which we op- 
erate has changed considerably as the Federal Reserve's membership problem 
has deepened and the Federal Reserve in turn has used every available mecha- 
nism In an unsuccessful effort to respond. 

The first and iterbaps most controversial of the proposals fn Senate 33M would 
require the establishment of reserve balances at the Federal Reserve for all 
"transaction accounts " In depository institutions. By dining transaction ac- 
counts to Include such services as negotiable order of withdrawal (NOW) ac- 
counts In thrift Institutions and sbare draft accounts In credit unions, this would 



Hitend reeecre requirements not onlj to all but the smallest member and non- 
member banfce bnt also to certain dqjoslte In otber financial Institutions. 

There Is strong logic to this provision. It would improye control over monetary 
growth by bringing more of the basic money suj^Iy under the Federal Reserve's 
direct Influence. It would also provide more uniform governmental treatment of 
deposits which perform basically similar economic functions. On the Other hand, 
we recognize very practical problems with passage of legislation bearing this 
provision and would recommend Its exclusion, if necessary, so as to not protract 
debate. 

In the longer view, we see issues of regulatory supervision and system mem- 
bership as directly related to the major structural and technological changes 
which have reshaped our financial system and instiCutions. Today, commercial 
banks compete for sources of funds and for earning assets with a host of other 
institutions — thrifts, credit unions, foreign banks, some insurance companies and 
brokerage bouses, the commercial paper and capital markets, and the financial 
services units of major commercial and retail companies. In view of the urgency 
of correcting the memberehip problem, we feel that the Issue of even-handed treat- 
ment of all types of Institutions offering financial services should be set aside, but 
we do note that the costs, restrictions, and infiexibilitles of membership lie upon 
those commercial hanks — small, medium, and large^-who have remained within 
the system. 

The most effective Incentive to retain and build membership in the Federal 
Reserve System lies in the payment of interest on reserve balances. We O[^)oee 
as discriminatory any proposal to limit the rate of Interest paid on reeerve bal- 
ances over |2G million, or any other ar4)itrary amount. 

We are aware that there are other ways to reduce the burden of membership, 
for examine hy reduction of reserve levels or by provision for holding some fixed 
portion of reserves in the form of government securities. However, the paym«it 
of interest on reserves seems to us to >>e the most straigfhtforward and simple 
approach, and the one least encrusted with side issues related to the Federal 
Reserve's monetary role. 

The reserve requirement associated witJi Federal Reserve membership is In 
effect a special tax on member baOka or, more precisely, a levy based upon the 
Bum of deposits placed In those banks by Individual customers. Chairman Miller 
recently estimated the current level of that "tax" as $650 million a year ; we be- 
lieve that la a most conservative estimate. We recognize the concern of the 
Treasury about the Impact of this proposal on its revenues, particularly as it 
faces the prospect of financing budget deficits of truly heroic dimension. In turn, 
the Treasury should rec^nlze that without prompt, decisive relief, membership 
win continue to erode, probably at an accelerated rate. In turn, reserve balances 
held by the Federal Reserve will decline, and with them the Treasury's rev»- 
nuea. Chairman Miller has estimated that these losses will grow by at leaat 
$80 million for every year there Is no relief. If membership were made attractive 
again, the reverse sequence could be expected. On balance, It Is misleading to 
(Aaracterize Interest payments as the most straightforward and simple approach, 
and the one least encrusted vrith side Issues related to the Federal Reserve's 
monetary role. 

The reserve requirement associated with Federal Reserve membership Is in 
effect a special tax on member banks or, more precisely, a levy baaed upon the 
sum of deposits placed In those banks by Individual customers. Chairman Miller 
recently estimated the current level of that "tax" as $650 million a year ; we 
believe that Is a most conservative estimated. We recognize the concern of the 
Treasury about the impact of this proposal on Its revenues, particularly as it faces 
the prospect of financing budget deflclts ot trnly heroic dimension. In turn, the 
Treasury should recognize that without prompt, decisive relief, membership will 
continne to erode, probably at an accelerated rate. In turn, reserve balances held 
by the Federal Reserve will decline, and with them the Treasury's revenues. 
Chairman Miller has estimated that these losses will gTi>w by at least $80 mil- 
lion for every year there Is no relief. If membership were made attractive again, 
the reverse sequence conld he expected. On balance. It is misleading to character- 
ize interest payments a "raid on the Treasury" ; to paraphrase one of the more 
prominrait citizens of our town such a view simply Is penny-wise and pound- 
foolish. 

The effect of the tax represented by the reserve requirement becomes almost 
dfabollcal as meai^r banks are forced by competitive pressures and economic 
reality to move toward paying interest even on customer's transaction tMlASRRs.. 
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as they have been for more tban a decade on temptmiritr Idle balances. Its effect 
Is also on tbe lending Side. It seems carloQS that to achieve the same effective 
mari^n on a loan to a commercial borrower, United States commercial banks 
must charge runghly a half percent higher interest than that charged by a 
foreign bank or a nonregulated competitor and that all of that mark-up flows 
through our coffers into those oC the United States Treasury, 

It is In tbta context that I view comment that interest payments on mandated 
reserves represent a "gift" to the largest banks. It should come as no snrprise 
that the largest banlcs receive the largest sums on their reserves: they Inve 
more customers providing more deposits upon wbicb those reserves are based, 
and those Idle sums currently provide the largest ^are of the revenaes turned 
over to tbe Treasury. There is nothing illogical or unfair about returning Inter- 
est paymenta to all banks, regardless of size, In proportion to the amount of 
earning importunities they are forced to forego by maintaining sterile reserves at 
the Federal Beserve. 

I don't see that any useful public purpose is served by pnnltlve or discrimina- 
tory provisions aimed at tbe 10 largest banks, or the fifty largest. Our banking 
system is based on a diversity of Institutions; we need our large banks, whlcb 
pro^de a breadth and sophistication of services the small ones cannot, as well as 
our small banks, which provide more convenient, often more personal services and 
attention. 

A bank becomes and remains large because Individuals and businesses make a 
cumulative set of explicit decisions to place their deposits with that Instltutltm. It 
is an observable fact, however, that many of our largest banks are not adequately 
profitable today. Judged by the standards of business enterprise in general, tlie 
performance level of the banking peers, and the requisites of the capital markets. 
Because of domestic branching and line of business restrictions, the direct op- 
erations of many of the largest banke are confined to areas of declining economic 
vitality. Because of their central urban locations they probably face severe In- 
flationary costs and growing local tax burdens. They have fdt most directly com- 
petition from foreign banks not subject to the same reserve reqnlrementa and re- 
strictions, as well as from other nonregulated markets and inetitutiona providing 
commercial and consumer credit services. Large banks bear a disproportionate 
share of tlie huge and still growing cost of government regulation, reporting and 
exajmlnatlon. They are already discriminated against In the progressive way In 
which the required reserve balance is calculated. Any additional discriminatory 
provisions would tend to worsen a sltustion which has already seen a number 
of major banks, weakened by these pressures, fall prey to foreign c^portunlsts. 

Those who have suffered most from these circumstances have been the abare- 
bolders who. by and large are Indlvidnals or trusts or pension funds organized 
on behalf of individuals. About 80 percent of PttUadelphIa Natitmal's stock is bcjd 
by Individual's or by fiduciary Intermediaries on behalf of Individuals, witA the 
average Individual holding less than S5,(XI0 at current market value. Across the 
nation. In small banks and targe, bank earnings provide iKneflts of dividend and 
capital appreciation to pe(qile of ordinary means. 

We have stated onr philosophical basis for supporting interest payments mi re- 
serve balances. In my view, these reasons are fortlfled by »ome very practical con- 
siderations which relate to the simultaneous unbundling and expUdt ^dng 
of the Federal Reserve's operating services. Although Philadelphia National la a 
beavy user of Federal Reserve services and thus faces substantial chargea for 
them, we strongly favor this approach. An equitably structured pricing ^stem 
would permit private competition and Innovation in payment services, fostering 
a tmly efficient, cost-effective national payments system with immense public 
economic benefit. 

Quite bluntly, existing Federal Reserve services need not meet any market- 
place test of economic efficiency. Member banks, Aced with the need to recover 
as much return as they can on their unproductive reserve balances, have a 
strong incentive to use sny services the Foreign Reserve provides. Many banks 
are using services provided by the Federal Reserve that conld be provided 
either at less cost or with greater convenience by the private sector. 

iWhat idnd of a pricing system would provide the marketplace testa needed 
to stimulate greater efficiencies in the payments system? We rec<^nize that tlie 
mechanics of pricing and cost allocation are complex; tor the Federal HesMve, 
the task will be extraordinarily difficult. Since the F^eral Reserve's dectsIoDS 
have great consequence tor competition in payments services, it la important 
that the criteria for pricing be open to public view and dlscnsBlon. 



Prices charged banks for the Federal Reserve's serrlceB must reflect the coat 
to the Federal Reserve, allocated fully and equitably among all services. We 
believe that the service and pricing structure must Incorporate the principle that 
availabllitr of fonda to banks will be based unlloimly on the Federal Reserve's 
actual collection patterns. The American Bankers Association recognizing the 
complexity of this problem, bas commissioned a farther set of surreys and 
studies on It So far the Federal Reserve bas not made public Its own thotigbts 
on the subject In sufficient detail to x>ermit useful analysis. 

We would anticipate ttiat the payment of interest on reserves and resultant re- 
lief of the membership problem would bring an end to tbe perversion of tbe 
Federal Reserve's service role In tbe cause of aiding membership retention. 
While we believe firmly in tbe value of Federal Reserve independence In setting 
monetary policy, we believe Its approach to operating services to be amenable to 
continuing public discussion and debate. 

In our view, tbe worthwhile objective of arresting the decline in in«nbeTBhlp 
has lured the Federal Reserve into adopting predatory tactics In promoting Its 
services Into arbitrarr and discriminatory subsidy of individual banks, and Into 
an nnhealthy bending of its own service r^ulations and operating circulars. 

I win cite a specific example from our own experience. In 1970, Ptklladelphla 
National, as part of its competitive effort to obtain new correspondent banking 
business, worked out an agreement with four banks in tbe Johnstown, Fa., area 
to provide certain check-clearing and cbeck transportation services that were, 
then unavailable from the Federal Reserve and which private institutions had 
chosen not to offer competitively. After the agreement had been worked out In 
detail, the Philadelphia Federal Reserve Bank, notified of it, intervened and 
offered the identical service to the four banks at no direct cost to them. Nat- 
nrally, the banks chose the Federal Reserve's offer over oars. In order to provide 
tiie service, the Federal Reserve bad to incur costs that I am convinced we 
could have met— had the Federal Reserve been required to charge a fair price 
for the service. In this instance, the Federal Reserve directly undercut a pri- 
vate initiative, presumably to engender the good will at four banks, and In so 
doing, provided a de facto subsidy to those institutions funded by tlie local Federal 
Reserve's profits on the investment of Interest-free reserve balances required 
to be maintained with it by district members, including ourselves. 

This and similar adventures raise serious public policy issues about the cur- 
rent attitude of the Federal Reserve System towards competition. We hare done 
extensive analyses of tbe service pattern of the Federal Reserve not only within 
tbe Third District but throughout the system. Our analyses clearly show that the 
effect of variations in check -clearing schedules, sorting requirements, transporta- 
tion patterns and policy on float throughout the astern Is to: 

(IJ Discriminate In services made available to banks in different dis- 
tricts; 

(2) Discriminate between larger and smaller banks ; 

(3) Discriminate in effect by geograptiy within a single district (the 
THilrd). 

We also have direct knowledge of Instances in which the Federal Reserve has 
violated Its own service regulations in Individual cases — for example, permitting 
a bank to receive service under tlie 6,000-unsorted check program even though 
Its dally average considerably exceeded 5,000 items. Our experiences with this 
kind of competition have increased, in our minds, tbe need for prompt action such 
as proposed in the present bill to alter this pattern of betiavlor by the nation's 
central bank, principal regulator and lender of last resort. 

To summarize : 

(1) We believe that the membership problem of tbe Federal Reserve System 
needs urgent action. 

(2) We support the thrust Of Senate Bill 8304, with the comments I have 

(3) Once we get past the Immediate membership problem, we believe that 
the realistic and equitable pricing of the Federal R^rve's services will encour- 
age the development of fl^ible, efficient and cost-effective national payments and 
align the Federal Reserve's orl^itation to the achievement of those important 
Interests. 

Senator Rieqle. Let me thank each of you for your testimony. Let 
me move now to some areas of questioning. Let me direct the first ques- 
tion, if I may, to Mr. Heimann and Ms. Greenwald. 
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There are several proposals now to have uniTetsal Rserre requiie- 
ments with a very hifli ezcluaion, so that small banks would not have 
to bear the burden of reserves. 

Chairman tieuss in the Houae bill has $100 million exemption, and 
the Federal ICeserve says it favors a $50 millioa exemption. 

My questions are two : First, do you think there is any problem in 
granting such a large exemption for reserve requirements! 

And, two, several witnesses yesterday said that such a large exemp- 
tion could induce 8tate-cliartered banks to switch charters and become 
diational banks. I w<Nider if either of you see this as a likely 
possibility. 

Ms. Gre£N'WAU>. I don't have any problem with a $100 million ex- 
emption. Certainly it is not too high for monetary policy. Monetair 
policy isn't operative through reserve requirements anyway, it hasnx 
been for years and years, way before there ever was a membership 
problem. The reason is that it is considered a very clumsy tool, a sledge 
hammer approach, an open-market operation nas been used exten- 
sively, and virtually exclusively for 40 years. 

So I don't have to worry about a high exclusion for monetary policy. 

I think it is a good idea because it excludes the very small oanks, 
who are very numerous, and we have a financial burden placed on them 
by having Uieir reserves placed in non-interest-bearing securities. 

So I think it is a good viable proposal for getting the Fed out at 
worrying about the membership problem, and into finally getting (m 
with the work of being a central bank. 

Mr. Heiuann. We do not have a problem with an exclusion for 
banks of a certain size. We believe that the burden on smaller bank- 
ing institutions in this country, the regulatory burden itself, has to be 
reexamined and reevaluated. 

The question is what is the magic number. There is to some degree 
an attempt by aU parties to seek a correct sum, whether it is $60 mil- 
lion or $100 million, I don't think we really know. If this is to suc- 
ceed, the concept will have to be flexible, predicated upon the experi- 
ence of managing this new system of universal reserves, with exclu- 
sions for certain institutions oi a certain size. 

Flexibility as to the amount would be key. There must be a meth- 
odol<^ which will not discourage banks m)m growing over a cer- 
tain size or finding techniques by which the institution's growth is 
curtailed because of the limitation, be it $50 million or $100 million, 
that makes them subject to reserves. 

But I am sure the intelligent thought process of all parties involved 
can come up with a plan that will solve the problem. 

I would also like to say that part of what I have been hearing has 
been thiU; plan A or plan B or plan C will result in massive swit^- 
ing of charters, either from nationally chartered to State chartered, 
or from State chartered to nationally chartered. 

I would suggest that is something of a bugaboo. I have been con- 
sistent as a State supervisor and as Comptroller of the Currency, and 
I believe Commissioner Greenwald agrees with the Uiought process. 
If, in effect, we have universal and uniform reserves, with open access, 
then this question of pushing one system, forcing or making it terriblv 
attractive for banks to switch charters is not a real prwlem — it is 
more of a strawman. 

nun. .V Google 
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Ms. CrREEifWAU). Also I think the point wb both made in 1976 in the 
testimony is if, in fact, the State banking system is existing on a sub- 
sidy from the Federal Government, that is, it is cheaper to oe a State- 
chartered bnnk, that is hardly any reason for the dual banking sys- 
tem. So if that IS going to be the death knell for it, it probably Miould 
go- 
Senator Ejbgle. One of the questions that we would like to pin down 
is whether the difference m reserve requirements between zero on the 
one hand, versus whatever the States might require, wouldn't this still 
induce some switching around ) I gather you think not. 

Ms. Gheenwald. No, I think if we are going to have this game that 
everybody is going t^ have the same reserves, but only members get 
access to the discount window, and only menJ^ers have access to the 
Federal Reserve services, yes, then what is the point of not being 
a member. You are crazy in that situation not to be a member, either 
by becoming a State member or becoming a national bank, whatever 
advantages there are in that sense. 

So, yes, if you go to universal reserves and leave everything else 
in place, you wiU end up with the Federal Bank Commission over 
at the Federal Reserve System. 

Mr. Heimann. I agree. Open access really solves the problems to 
which we were addressing ourselves. If it is restricted, you could have 
switching. 

I might add. Senator, that everyone running a bank has reserves. 
It is a question of where those reserves are held and whether they 
earn interest. Lnposition of reserves by the Federal Reserve to Fed- 
eral Reserve members is not a unique happening. I don't think there is 
a bank supervisor in the world that doesn't view reserves with peace 
of mind and peace of heart. Reserves are a requirement. It is a ques- 
tion of the size of the reserves and how they are held, whether they 
earn interest. 

Ms. Greenwau). They are a requirement of State law. It ismt sim- 
pljthatitisawell-runbank. State law requires reserves. I am familiar 
with the Massachusetts reserves, and they are close to the Federal 
reserve requirements. It is not the level of reserves that differs, it is 
how you hold them. The State says if you hold say 20 percent for a 
central dty bank, you hold them in interest-bearing government se- 
curities, lliat is the difference. 

Mr. Hetmawn. To be perfectly precise, in New York State reserves 
are set at 1 percent below what the Federal Reserve sets them, la 
other words, the Federal Reserve seta them and the New York 
Board adapts to it, so that is how the system works. 

Senator Rieqle. Mr. Ravenscroft, you said in your statement tii&t 
the mort effective incentive to retain and build membership in the 
Federal Reserve System lies in the payment of interest on reserve 
balances. 

Each of our witnesses today disagrees. They think universal re- 
serves would be better. I am wondering why you thiiik interest pay- 
ment on reserves would be more effective? 

Mr. Ravenbcrojt. Obviously, the one iB an order mandated by 
legislative fiat, while the other is an economic incentive. If I were 
to choose between a legislative stick and an economic carrot, I would 
prefer the carrot. For one thing, I believe there is a certain public 
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benefit from pennitting banks to walk out the door of a particular 
regulatory agency if the manner in which that agency is conducting its 
amiirs is unreasonably oppressive. 

That would not be the case if universal reserves led to de facto 
supremacy of the Fed in the regulatory /supervisory junction. The 
end of that road would be to cut off the opportunity for institutions 
to express preferences in response to opportunities or perhaps in- 
fiexibilities among the Federal Reserve Board and its various districts. 
So I think an economic incentive in this case would produce the 
desired result, I know that legislative fiat would also. But I prefer 
the one to the other. 

Senator Rieole. I notice you are shaking your head, Mr. Heimann. 
Mr. Heimann. I am afraid we may have apples and oranges mixed 
in the same basket. I happen to believe in tlie dual banking system, 
and that institutions should have some choice. 

However, I don't think that the answer to the question would be 
precisely the same, or vaguely the same as Mr. Ravenscroft's. At the 
present time we are having changes in the dual banking system, 
liiose changes exist because it has become unprofitable for institutions 
to remain in the Federal Reserve, the national banking system, simply 
because of what is euphemistically called bottom line considerations. 
So the changes that are taking place now are not predicated upon 
the quality of supervision, State versus national supervision, they 
are aetermined by very real and completely comprehensible economic 
factors. That is, they affect the profitability of the individual institu- 
tion and I may add, the board of director's liability as a board to try 
to keep the profitability, for which they, representing the share- 
holders, are responsible at the highest degree consistent wit^ safety 
and soundness. 

Again, I think it might be worth repeating what the Commissioner 
and I have suggested, though we didn't prepare tMs ahead of time — 
I didnt know what her testmiony was going to be, and she didn't know 
what mine was going to be. If you have universal reserves and open 
access, that means all like institutions can make the suggested change 
Mr. Ravenscroft was talking about free of any extraneous factors, 
such as profitability. 

Then if the institution feels the quality of supervisor A is better or 
more progressive or more compatible than supervisor B, then that 
change can truly take place in the dual-banking system, without the 
constraint as to whether or not it increases or decreases the profile 
ability. So that I would argue, and intellectually it is perfectly con- 
sistent, that universal reserves with open access and of course pricing 
of Federal Reserve service, all as one package, as has been suggested, 
actuallv in many ways leaves the freedom of choice much more intel- 
lectually honest than it is at the present time. 

Mr. Kavznscboet. If I may comment on that 

Senator Ribole. Please. 

Mr. Ravenscroft. I think that is all well and good in a closed sys- 
tem. But as I indicated in my testimony, we are not in a closed system. 
We compete for earning assets and for sources of funds with other 
institutions. You can impose universal reserves on all regulated in- 
stitutions, and we are still going to have the problem as to uie division 
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of the financial sj^Btem among regulated institutions and the non- 
regulated with which we must compete. 

So I think in a narrow closed way that may be possible, it may snuff 
out evidence of the problem. But we have ^ot competitors enjoying 
economic and operating advantage by not being regulated who would 
not be regulated under any of these proposals. 

Mr. Heimann. May I just continue this dialog? To the degree 
stated, that is correct. It is closed to the commercial banking system. 
But as suggested by the Comptroller's Office and others, we believe 
that universal reserves should be to all like deposit-taking institutions 
and therefore in our testimony — and this has been set for some period 
of time — we believe it should be extended to the thrift institutions and 
tiie credit unions over a period of time, which partially answers the 
problem Mr. Bavenscroft is talking about. 

Second, with respect to the foreign banking institutions operating 
in the United States today, a matter which he brought up in nis testi- 
mony, we also believe that reserve requirements, the same level of 
requirements — and we have so testified and so has the Fed — should 
apply to those institutions. 

Now when we get outside of these regulated areas of the commercial 
and thrift industry, to such areas of activity as Sears Roebuck, which 
is in the transaction business, or American Express, or others, to this 
point Congress has not indicated its belief that there was a neied or it 
was in the public interest to regulate such industry. 

So therefore I think that uie conversation has to be delineated to 
those industries or those areas of industry which have been placed 
under regulation by the will of the Congress for good public purposes. 

We support the extension of universality of reserves, uniformity of 
reserves, to all of them, though I must put in the caveat that it would 
have to be phased in over a period of time, it could not be done im- 
mediately because of the financial structure and the earning structure 
of the thrift institutions, particularly. 

Ms. Gbeenwald. My testimonv also talked about the Fed setting 
levels of required reserves for all depository institutions with trans- 
action accounts. I am supporting that in the setting of nonmembership. 
It would be universal nonmembership, with the Fed setting uni- 
versally required reserves for transaction accounts, any depository 
institution. 

Senator Bieole. Mr. Ravenscroft, jou are president of a large cor- 
respondent bank, who compares vrith the Federal Reserve in supply- 
ing services to other banks. You favor pricing, so that you can more 
ef^ctively compete. 
. A stoiT in Business Week last February indicated that the Philadel- 
phia Federal Reserve is doing everything it can to take your customers 
away from you. As a matter of fact, you gave us one illustraticu today. 
Jn your statement you said there was some, and I quote, "perversion of 
the Federal Reserve's service role in the cause of aiding membership 
retention." 

I think it would be important for you to tell us in some detail exact- 
ly what the Philadelphia Federal Reserve is doing with its services to 
aid membership, and I am wondering if you could give us further 
examples of the Fed's chan^ in operations which you feel have been 
made to influence membership. 
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Mr. Ravenscboft. Senator, sitting immediately behind me is a col- 
league of mine, Mr. Norton, executive vice president of the bank, with 
eztensive experience through his career in operations, data processing, 
and now the man to whom the entire correspondent banking function 
reports. 

I wonder if you would permit him to respond ( 

Senator Ijieqle. Yes; why dont you come forward and bring your 
chair up and share that microphone. 

And would you repeat your name again for the record ) 

Mr. NoBTON. George D. Norton, executive vice president and cashier, 
Philadelphia NationaL 

With regard to the areas of complaint that we have had with our 
local Federal Reserve bank, it really stems, I believe, from their ap- 
proach of trying to use the service route to try to stem the tide of attri- 
tion in membership. 

And in the process we believe that there have been instances where 
there has been a bending of the Federal Reserve regulations and oper- 
ating rules in order to be able to accomplish these ends. 

As a major correspondent bank within our district, we have had seri- 
ous conmiunications problems with the Federal Reserve in that there 
would be a change of operating rules and procedures that would be 
communicated to smaller banks within the district, but would not be 
odequatedy communicated to us through both were members of the 
same system. One of the specific areas relates to an operating rule which 
apparently originated sometimes in the late fifties or early sixties, 
whereby the Federal Reserve banks would permit any meniber bank 
that had an average of 350 checks per day or lees to deposit theee ohecks 
with the local Federal Reserve, unsorted, so that the Federal Reserve 
itself did Uie sorting. 

Of course this was in direct comp^ition with the services being pro- 
vided by other large member correspondent banks. 

That number was gradually increased, from 350 to 1,000, to 2,000, 
and ultimately up to 5,000 checks per day. And in so doing, the level 
of competition with correepotndent banks continued to increase : 5,000 
checks would take a bank into a size that would be approximately $75 to 
$100 million. Our concern was tha4: this limitation would rise and rise 
without end. 

The other consideraticm was also of significant importance to us be- 
cause it got to the issue of implicit pricing. As you know, in the corres- 
pondent ousiness there are explicit prices established for each type of 
service, and this is equated to the level of balances that must be main- 
tained by either a member of the system or nonmember, that electa to 
have a service. 

In the third district, unUke all of the other district Easterns, under 
the so-called 5,000 rule the Federal Reserve Bank of Philadelphia 
elected not only to receive these checks unsorted, but also to give next- 
day immediate availtd>ility. 

So therefore, as a matter of policy^ they were making availability of 
credit into reserve balances clearly in excess or faster than the checlm 
themselves could be collected and therefore increasing the total Federal 
Reserve liabili^. 

The Third District also has a very unique transportatdtm ^rstam, 
which is completely subsidized by the Federal Reserve bank. No other 
federal BeBerve bank orovides comparable service. 

n .J ii,-j'- ■;■- V- it.n.is;iC 



All of these, I believe, are ezamplee of the wa.;s that the Federal Be- 
serve is competing very effectively against its own members. 

Senator KiEaLS. I am wondering if you are aware oi any other part 
of the Federal Keserve System doing wliat you are experiencing in your 
area! 

Mr. Ravelnscboft. I think our experience and information, based <»i 
conversations with banks around the country is that the Fed with 
which we compete is surpassed by no other district in its aggressiveness. 

Senator Kieole. Mb. Greenwald, what have you seen? From your 
vantage point, have you seen this anywhere in New En^andi 

Mr. Kavensckoet. 1'here are not thrilhng issues in the political sense, 
and they are not easy to describe. On the other hand, we certainly have 
seen an erosion of potential markets. As I referred in my testimony, 
we haven't seen any pickup in Federal Beserve membership, so we 
think these actions are destmed to fiail. But it happens to raise very 
serious queetions as to the extent to whidi w© can, for example, justify 
investment in correspondent banking — the hardware and software and 
people — for the ensuing decade. 

Aa I mentioned, we are not here to get into a fight or to air our dis- 
putes with the Fed. We are here because we feel that the bill under con- 
sideration addresses in a veiy realistic sense the imderlying problem, 
and we have seen the effects of this on our volume, on our profits, on our 
strategic plans. 

They are not terribly exciting or easily described issues, but we 
have learned what the rhinoceros looks and sounds like as it creeps up 

4M1US. 

Senator Rlbole. Ms. Greenwald, did you want to cMnment ? 

Ms. Grbbnwaij}. The Fed clearly has used these services as a nteaos 
of keeping members. The only example that comes to mind in New 
England is the Fed's decision hrst not to let thrifts into the aut<Mi]fited 
clearing house, and then to do so at a discriminatory pricing, until the 
Justice Depejtment intervened. Their motivation was to say, see, we 
do something for our members. 

Mr. Heimann. Senator, if I may, as you know, the Comptroller's 
Office has felt for some period of time that this process, which has been 
given the unlikely name of unbundling, should apply in one form or 
another to the Federal Keserve ajtd its system. Certainly since we are 
supporters of the NOW accounts, it applies to the consumer receiving 
interest on ias demand deposit and paying for services. 

Of course we have also felt quite strongly it should apply to the oor- 
respondent banking system. I assume that this follows that the Phila- 
delphia National Bai^ would ascribe to the same theories as it follows 
all of the way through. If you have unbundling, it should be an un- 
bundling across the bmrd from the consumer to the bank. 

Senator Risole. Yesterday the members of a panel of bankers from 
small banks said that coiTesp<»ident banks have unbundled their serv- 
ices and are charging expUcitly for services. They also said they receive 
implicit interest on their demand deposits. Why arent such implicit 
payments a violati<»i of the prohibition against payment on demand 
deposits? 
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Mr. Heimann, I franklj)' dont know what it means, an implicit |)ay- 
ment on a demand deposit. There are examples of that in our society 
which probably are bending the law. For example, ^veaway pro- 
grams; when you open a new account at a savings bank, those give- 
aways are a form of payment, even though they aren't calculated in 
the rate of interest for regulation Q limitation purposes. 

But I am not sure what they mean by implicit. I would s^ from the 
supervisor's point of view, any supervisor, that he would prefer to 
see explicit payment on demand deposits and explicit charge for 
services. That is the only system by which we can calculate with a fair 
degree of precision and accuracy whether the services of the institntion 
are being paid for directly or indirectly. 

Senator Rieole, Ms. Greenwald, let me ask you, do you foresee any 
problems for small Massachusetts banks if the Federal Reserve were 
to price its services and compete with correspondent banks ? 

Ms. Greenwaij). Do I see any problems ? 

Senator Riegle. For the smaller banks in Massachusetts. Do you see 
any adverse impact ? 

Ms. Greenwald, No, especially if you go along with the Reuss plan 
of exempting small banks from required reserves, that would have 
more of an impact on them, if they had to suddenly become members of 
the Fed and pay for services. 

To go back, we have very few State-chartered members of the Fed 
in Massachusetts. I believe we are down to six. 

Senator Riegle. Let me ask one more question, if I may. If the Fed- 
eral Reserve is to become a true central bank, with universal reserves, 
open access to services and the discount window, the role of the regional 
reserve banks may become more important. 

Should steps be taken to make those reserve banks more accountable 
to the Federal Government, perhaps by changing the structure of the 
boards of directors, and proving appointment of the presidents by say 
the Federal Reserve Board, with confirmation by the Senate ? 

Ms. Greenwald. I think that makes sense, regardless of what else 
you do. 

Senator Rieole. I like the idea, too. We iust started a vote on the 
floor, which I must go to shortly, as I need to talk to some people before. 
I know how I am going to vote. Also I want to talk to some other people 
before they vote. 

I appreciate very much your testimony today, and hope you see you 
all again soon. 

Mr, Heihann. Thank you, Senator, 

Senator Rieole. The committee stands in recess. 

[Thereupon, at 11 :45 a.m. the hearing was recessed, to reconvene at 
10 a.m. the following day.] 
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FEDERAL RESERVE REQUIREMENTS ACT OF 1978 



TSUBBDAT, AUGUST 17, 1978 

U.S. Senate, 
CoMMirrEE ON Banking, Housing, and Urban Affairs, 

Waahmgiotiy D.O. 
The committee met at 10 a.m. in room 5302, Dirksen Senate Office 
Building, Senator William Proxmire (chairman of the committee) 
presiding. 

Present : Senators Proxmire and Sarbanes. 

9IATEUEKT OF CEAIBKAH PBOZKIRE 

The Chairman. The committee will come to order. This is the 
fourth and final day of hearings on reserve requirements and solutions 
to the Federal Reserve's loss oimembership. 

On Monday Chairman Miller maintained that "Membership is not 
essential, and it's rather unique in the United States in terms of central 
bank functions, and so it would be appropriate for us to think broader." 
I guess gramatically that should be "more broadly," but he said 
"broader/' 

No Federal Beserve spokesman, according to the committee staff, 
has ever gone that far before in explaining the problem the Federal 
Reserves races because of attrition of members. 

What needs to be considered is to have the central buik in a position 
to implement monetary policy, provide access to the discount window 
and its payment services on a fair and equal basis for all banks, re- 
gardless oi re^latory affiliation, and to do all this without the conse- 
quences of losmg membership if it makes a particular decision. 

The Federal Reserve, the Treasury, the Comptroller of the Cur- 
rency, among others, believe that universal reserve requirements of 
some kind would be the best and most permanent solution to the prob- 
lem facing the Federal Reserve. It would also allow the concept of 
membership in the Federal Reserve to become a nonissue. Open access 
to the discount window and to Federal Reserve services on the ba^s 
of price rather than membership status would be possible. That would 
be a major improvement to the present situation in which membership 
considerations influence decisions. 

The universal reserve requirement also would limit the exposure of 
the Treasui^ to loss of revenues. 

We have had a proposal, as you all know, to pay interest oa reserves, 
which has received the support of a number of Senators. Not this one. 
It seems to me if we go that route, the cost to the taxpayers would be 
very substantial inasmuch as the Federal Reserve revenues of course 
are returned to the Treasury. If the market rate of interest is paid, and 
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eventuaUj we might get to that level on reserres, it is my imderstand- 
ing it would cost $1^ billion. At a time when a number of Senators, 
including those in the forefront of advocating payment of interest on 
reserves, are opposed to spending as much money as we are spending 
on food stamps, and are cutting back in other areas, it seems to me it 
is very very hard for us to maintain we should pay intei-est on reserves, 
and benefit bankers. 

Not that bankers don't need benefit, but their profits arent too low. 
I (Jiink it should be apparent to anybody who has any political under- 
standing at all that this route is fraught with all kini& of difficultiea 
If we try to change a policy that we have followed ever since the advent 
of this country, and begin to pay interest on reserves, there will be 
problems. 

Our first panel of witnesses is a very distinguished group of econo- 
mists, Lester Chandler from Princeton, James Pierce from tlie Uni- 
versity of California at Berkeley, and Jon Brown, staff attorney for 
the Public Interest Research Group. 

If you gentlemen would come forward, we would be happy to hear 
from you. So we will have time for questions, 1 am going to ask that 
we run the time clock and everybody will have 10 minutes for his oral 
statement. Anything you don't get a chance to say orally will be put in 
the record and made available to the committee and to <Abec Seiutor^ 

When you start, the green light will go on, it will stay on until you 
have spoken for 9 minutes, then the yellow light will be cm for 1 minute, 
and thki the red light, of course you know what that means. 

Prefessor Chandler. 

STATEHEHT OF PBOFESSOB LESTEB CHANDLEB, ECONOMICS 
DEPABTKEHT, FBIHCEIOB UBIVEBSITT 

Mr. Chandler. Thank you, Mr. Chairman, for the opportunity to 
testify this morning. I wiab to say that I endorse the proposed legisla- 
tion, if, in your judgment, it is the most and best legislfiti(Hi <hi the 
subject that can achieve adoption by C<»igress this year. Knowing the 
disastrous fate of more comprehenaave reform bills considered by Con- 
gress during recent years. 1 do not wish to urge extensions or amend- 
ments that would lead to no legislation at all. 

Under these conditions, I approve the proposed legislation as a first 
step toward reform of existing arrangements, which are highly dis- 
criminatory, distorting in their economic effects, and ill-desigQed to 
facilitate monetary management. 

At the heart of the present problem is the motley array of legal 
reserve requirements that are highly discriminatory as between banks 
that are members of the Federal Sieserve and those that are not. The 
situation will be worsened if thousands of thrift institutions are per- 
mitted to create NOW accounts and other transactions balances with- 
out meeting the same reserve requirements as those imposed on member 
bonks. 

As you know, the only things countable as legal reserves for member 
banks are cash in vault and deposits at the Federal Reserve, neither of 
which pays any interest. Congress presumably ordered the impiissition 
of these requirements because it considered them necessary, or at least 
useful, for purposes of monetary management, as a means of setting 
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and stabilizing the size of the money multiplier. However, an incidmtal 
effect of these reserve reguiremente is a tax on member banks. The tax 
is in the form of the earnings that banks must forego in holding some of 
their fmids in the form of sterile required reserves instead ot eamlng 
assets. These tax revenues accrue in the first instance to the Fedend 
Keserve in the form of interest on the earning assets acquired in supply- 
ing the required reserves, but a major part of these revenues is tJieu c(ki- 
tributed to the Treasury. 

The reserve requireui^its on nonmember banks, as determined by the 
various ijta4xs, are far diU'ermit and far less onerous. Illinois deals with 
the matter in a refreshingly forthright maimer; it has no reserve re- 
quirements at alL At least seven other States do impose reserve re- 
quirements, but permit all the requirements to be met with earning as- 
sets, such as Treasury securities, conmiercial paper, Federal funds and 
negotiable certiiicates of deposit. A number of other Stat«e also permit 
a part, in some cases a large part, in excess of 50 percent, or reqoiie- 
ments to be met with such pftiTing assets. Most of the remaining re- 
quirements can be met with deposits at other banks, many of whicii 
would be held anyway for business reasons. Only a handful of States, 
aoiy three in fact, require that any fraction of reserves be held as caMi 
in vault, and this fraction ^ typically quite small, usually below one- 
fifth. 

In short, the net cost to nonmemher banks of meeting their reserve 
requirements is very small relative to the costs imposed cm member 
banks. In eltect, banks that remain outside the Federal Reserve receive 
a Federal subsidy in the form of ezempti<ms from the tax that would be 
imposed on them if they became members of the Federal Keserve. 

My rough estimate is this subsidy is now costing the Treasury at 
least ¥6UU million a year. 

Moreover, most of the reserve requirements applicable to nonmem- 
bers are of little or no use for the purpose of monetary management. 
To be useful for this purpose, the supply of the things countable as 
legal reserves must be subiect to control by the Federal Reserve. The 
latter can control the supply of cash plus deposits at the Federal Re- 
serve. But neither the Federal Reserve nor any other central agency 
can c(Hitrol the supply of the wide array of assets presently countable 
as legal reserves for nonmember banks. 

Though I shall later criticize aome of its details, I approve in prin- 
ciple tlw proposal that federally determined reserve requirements be 
appUed to transacticHia balances created not cmly by mNuber banks, but 
also by other insured ctxnmercial bonks, and by thrift institutions, and 
that the only assets countable as legal reserves be cash in vault and de- 
posits at the Federal Reserve held directly or indirectly. Adoptim of 
this proposal would reduce markedly the present dlBcrimmation against 
member bonks and would provide a set of reserve requirements nu»e 
helpful for purposes of monetary management. 

If past experience provides any guide, this proposal will meet stnmg 
opposition. Many will argue that it vi<datee the principle of dual bank- 
ing. This argument mustlie faced and should be rejected. There are, of 
course, many aspects of bank regulation that are properly in tlie hands 
of State legislatures and State banking authorities. But mcmetaiy 
management is not one of these. The C<^itituti<»i ezpliciUy ddegates 
to Ctmgress the ezcluuve power "to coin money and regulate the value 
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thereof," and at least implies that Congfress should take such actions 
as are necessary or useful in meeting this responsibility. Congress has 
decided that reserve requirements on member banks are necessary or 
useful for this purpose. If this is true for a small $20 milliim member 
bank, why should a $100 million bank that elects to remain outside the 
Federal Reserve be exempt ? 

I approve also the proposal that the Federal Reserve chai^ for the 
services that it provides to financial institutions, instead of providing 
them free, and that the prices charged for the various services be in 
line with their costs of production. A large part of these charges will 
probably be passed on to consumers in the form of higher prices for 
financial services, but this is desirable in order to encourage economy 
in the use of resources. Free services are invitation to waste. Con- 
sumers now receive large amounts of free services, partly because the 
Federal Beserve provides free services to their banks, but more because 
their banks provide free services in lieu of interest on demand deposits. 
Specific pricing of Federal Reserve services would bring some econ- 
omy in the use of resources, but much larger economies could be 
achieved if banks were permitted to pay interest on demand deposits 
and the banks were thus encouraged to make specific charges for their 



Charging specific prices for financial services by both the Federal 
Reserve and other fiiiancial institutions takes on special importance 
now because of the potentialities of the electronic funds transfer sys- 
tem now in process of development. This new system can be far more 
^cient than the old system based on checks, but only if it can divert 
consumers away from the use of checksi and achieve a high volume of 
transactions. 

But the high costs of the paper-based system are not now apparent 
to consumers who receive services free, so that incentives to shift to the 
more efficient system are seriously weakened. The more efficient elec- 
tronic fund transfer system will develop more rapidly if the services 
of this system and the services of the paper-based system are priced 
specifically in line with their relative costs of production. 

The third title of the bill proposes that the Federal Reserve be au- 
thorized to pay interest on required reserves held in the form of bal- 
ances at Federal Reserve banl<3. I approve this proposal in principle, 
though I shall later criticize some of its details. I shall also contend 
that if only some given amount of Treasury revenues can be sacri- 
ficed in the interest of reform, first priority should be given to re- 
forming the reserve requirement themselves, and only a second pri- 
ority to the payment of interest on required reserves. 

Now for comments and criticisms of some of the details of the pro- 
posals, I do not like at all the distinction between demand deposits on 
the one hand and NOW accounts and share draft accounts on the 
other hand, for the purpose of fixing the level of reserve require- 
ments. The bill proposes the range of requirements on demand deposits 
be from 7 to 22 percent, while the range on the other types of transac- 
tions balances would be from 3 to 12 percent. This clearly presents the 
possibility that actual reserve requirements will be set higher for 
demand deposits than for NOW accounts and share draft accounts. 
Yet all these types of transactions balances are functionally the same 
and differ only in name. There seems to be no logical reason to treat 



them differently for reserve requir^nent purposes. We already hare 
one indefensible distinction between demand deposits and NOW ac- 
counts; interest on demand deposits remains prohibited but is per- 
mitted on NOW accounts. Why it is "unsound" to pay interest on de- 
mand deposits, but "sound" to pay interest on the same thing under 
another name is beyond my comprehension. The prohibition of in- 
terest on demand deposits is a major reason for the shrinkage of de- 
mand deposits relative to the level of income and expenditures. 

In 1950 business and households were willing to hold demand de- 
posits equal to 30 percent of GNP; this ratio is now below 13 percent 
and still declining. If reserve requirements on demand deposits are set 
above those on other types of transactions belanaces, the tendency will 
be to reduce still further the growth of demand deposits. 

The present set of reserve requirements for member banks, espe- 
cially those applicable to demand deposits, is faulty in at least two re- 
spects. These faults are of long standing and probably cannot be cor- 
rected at this time but they should be mentioned anyway. First, these 
requirements are higher than necessary for monetary management 
purposes. Before 1936 these requirements against demand deposits 
ranged from 7 to 13 percent. They were raised above this level only 
because of two historical episodes that have no relevance to present 
conditions. First was the golden avalanche during the latter half of 
the 1930s and second was the creation of huge amounts of bank re- 
serves during World War II as the Federal Reserve purchased Gov- 
ernment securities to aid in fianancing the war. There is no longer any 
need for such high requirements. It is impossible to state precisely 
what level of requirements is necessary for monetary management. 
However it is certainly below present levels and is probably below 
10 percent. Thus a reduction of the average level of reserve require- 
ments could reduce the tax burden on members banks without damage 
to monetary management. 

The second fault of the present reserve requirements is that they 
are graduated by the total amount of deposits m a bank. For example, 
present requirements against demand deposits range from 7 percent 
on the first $& million of deposits to 16'A percent on deposits in excess 
of $400 million. Such wide differentials can lead to slippages in the 
conduct of monetary policy. A net shift of deposits from banks with 
low requirements to banks with high requirements increases the av- 
erage level of reserve requirements and tends to tighten monetary con- 
ditions whether or not that is desired. A net shift of deposits from 
large banks to small banks has the opposite effect. Uniform require- 
ments for all the banks would avoid this danger. 

Moreover, the present graduated reserve requirements have the ef- 
fect of imposing a graduated tax on banks, with the graduation based 
on the volume of deposits. The graduation is not based on 
on net income, or the ratio of profits to capital, or benefits received, or 
any other criterion ordinarily employed to justify graduation. The 
bill before you would compound the inequity by paying only a lower 
rate of interest on the required reserves of large oanks. As a general 
rule, the rate of interest paid on required reserves would be tied to the 
Federal Reser\-e's yield on its portfolio, but the rate paid on required 
reserves in excess of $25 million would be limited to 2 percent. I can 
find no justification for this. 
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These faults of the existing system of reserve requirements provide 
the reason for my earlier statement that if only some given amount of 
Treasury revenue can be sacrificed to achieve reform, fir^ priority 
should lie given to reforming reserve requirements and only a second 
priority to the payment of interest on required reservea 

In conclusion, by far the most important part of this bill is that pro- 
viding for the extension of federally determined reserve requirements 
to transactions balances created by all types of depository ii^titutions. 
This reform is long overdue and urgently needed. 

The CHAmuAN. Thank you very much. Mr. Pierce. 

STATEMENT Of FBOI". JAMES PZEBCE, ECONOMICS DEPASTHENT, 
UNIVERSITY OF CALIFORNIA, BERKELEY 

Mr. PnatCB. I appreciate the opportunity to present my views on 
S. 3304, ft bill that imposes reserve requirements on nonmember deposi- 
tory institutions, that allows the Federal Reserve to pay interest on 
reserves and that requires the Fed to charge for its services. I agree in 
principle with these three reforms, yet disagree with the specific form 
they take in S. 3304. 

S. 3304 takes the valid issues of universal reserve requirements, in- 
terest payments on reserves and charging for services, and applies 
them in support of a membership drive for the Federal Reserve. In tie 
hope of attracting members to the System, the bill would impose re- 
serve requirements on all depository mstitutions with transactions ac- 
counts in excess of $5 million, it would reduce reserve requirements on 
time deposits for member banks, and it would allow only member 
banks to partake of Federal Reserve services, including access to the 
discomit window. This bill, if passed, would surely induce many ncai- 
member banks, particularly large ones, to become members. After all, 
if a bank is to have required reserves imposed against it, irrespective 
of whether it is a member or not, it might just as well become a member 
and enjoy Fed services. The only additional cost would be to hold re- 
serves against time deposits, which the bill reduces from present levels. 
The inducement would be particularly strong because S. 3304 would 
not require the Federal Reserve to charge full cost for its services. The 
inducement to achieve membership would also grow over time for non- 
bank depository institutions as growth in their transactions accounts 
would make low-cost Fed services and access to the discount window 
increasingly attractive. I see no economic rationale for encouraging 
Federal Reserve membership when reserve requirements are iAipoeed 
on transactions accounts of all kinds of depository institutions. How- 
ever, I do see an economic rationale for allowing all depository institu- 
tions access to Fed services, including the discount window, irrespec- 
tive of membership in the Federal Reserve. 

Membership drives for the Fed are usually defended on the grounds 
that the Federal Reserve needs members in order to execute monetary 
policy effectively. The required reserves of members put a brake on the 
enionsion of money and credit, l^ese requirements act to make the 
relationship between open market operations and the monetary a^^re- 

fites more predictable. Xonmembers do not hold idle reserves wi£ the 
ed and it is often asserted that this missing link complicates mone- 
taiy policy. It is further argued that nonmembers enjoy a competitive 



advantage over members because they can hold much of their "re- 
serves" in interest-bearing liquid assets. Finally, member banks have 
access to Hie discount window aiui n<»uaember8 do not. As the number 
of member banks shrinks, the efficacy ol the discount window as the 
ultimate source of lic[uidity diminishes and the "quality" of the bank- 
ing system suffers. 

On the surface, these arguments appear quite compelling. While 
there is no evidraice that the erosion of membership has hindered the 
Fed's control over money and credit, if a large enough share of deposits 
is with nonm^nbers, presumably this control will suffer. The degree of 
suffering is unclear. It is crucial to note in this regard, that it is idle re- 
quired reserves, not membership, that aids monetary control. The link 
between idle required reserves and membership in the Federal Reserve 
is a legal and historical one rather than an economic one. S. 3301 recog- 
nizes this distinction to a degree but then loses it. The bill would re- 
auire nraunember depository institutions to hold idle reserves against 
leir transactions accounts; they would not have to become members. 
From an economic point of view, transactions accounts such as KOW 
account& automatic-transfer accounts and share draft accounts, are 
simply d.emand deposits by another name. If reserve requirements on 
demand deposits are needed for purposes of monetary poUcy, then they 
are needed on all transactions accounts irrespective of where they re- 
side — member bank, nonmember, savings and loan, mutual savings 
bank or credit union. However, the bill authorizes lower reserve re- 
quirements for transactions accounts that are not demand deposits, 
than it does for demand deposits themselves. This provision makes no 
sense to me. S. 3304 tightens monetary control through universal re- 
serve requirements and then turns around and loosens the control 
through low reserve requirements for transactions ac<x)unts other 
than demand deposits. This loosening can be justified only in 
terms of maintainmg or attracting members, not improving monetary 
policy. 

With the authorization of automatic transfers from savings to 
checking accounts and with nationwide NOW accounts — or their equiv- 
alent — waiting in the wings there could be an explosion of nondemand 
deposit transaction accounts in the near future. When and if this ex- 
plosion occurs, tiiese accounts with their relatively low reserve require- 
ments could cause much greater problems for monetary conti-ol than 
the gradual loss of member banks. In this bill, the Federal Reserve ap- 
pears to be more inteirested in retaining members through low reserve 
requirements on these accounts than it is in maintaining monetary con- 
trol. The execution of monetary policy requires the same reserve re- 
quirements for all transactions accounts irrespective of their name. 

The argument that members are needed because only they have 
access to uie discount window seems upside down to me. The discount 
window can be an important source of liquidity to the entire banking 
system. There is no reason to restrict its use to member banks. If tjhe 
safety of the banking system is weakened by having a shrinking num- 
ber of banks eligible to use the discount wmdow, a simple solution is 
available — allow universal access to the discount window for all deposi- 
tory institutions offering transactions accounts that have eligible paper 
to discount. If universafreserve requirements are a good idea, then uni- 
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versal access to the discount window is even a better one. This reform 
would quickly solve the "quality"' of the banking system problem. 

I would like to comment only briefly on tlie provisions of S. 3304 that 
would require the Fed to charge for services and to pay interest on re- 
serves. I support having the Fed charge for its services; the current 
8yst«im is wasteful and it inhibits competition from the private sector. 
I find the provisions in S. 3304 to be overly vague, however. Congress 
should set the guidelines for the charging system. The Fed ^ould 
charge the full cost of providing all its services. The chai^^es should 
include indirect costs and allowance for the cost of capital and taxes 
that would be paid by a private firm if it were to offer the services. 
The Fed should be allowed, however, to phase in the full charge sys- 
tem over a number of years in order to ease the transition. I believe that 
a market price should be charged for the discount window as well. All 
depository institutions with transactions accounts should have full ac- 
cess to Fed facilities, including the discount window and they should 
all pay the same prices for these services. 

I am in favor of paying interest on reserves but the situation is com- 
plicated by the prohibition of paymMit of interest on demand deposits 
including correspondent balances. The case would be much stronger if 
explicit interest- were paid on these accounts. Just as banks should re- 
ceive interest on their deposits— reserves — and pay for services received 
from the Fed, so too should the public receive interest on its deposits 
and pay for services received from banks. S. 3304 provides the first half 
of this proposition and neglects the second. 

The problem is also complicated by the current economic and bud- 
getary situation. If the Nation were enjoying price stability and if the 
budget were balanced, the argument for paying interest on reserves 
would be compelling. Required reserves levy a sort of tax on banks. It 
would be much easier to have universal reserve requirement set at levels 
that are optimal for monetary policy, if the "tax" were eliminated. 
This can be accomplished by paymg a market interest rate on reserves. 
Unfortunately, we have inflation and we have a Federal budget that is 
badly in deficit. In this situation, tax cuts are not easy to achieve. There 
have been many proposals for tax cuts in this Congress ranging from 
reductions in the individual and corporate income taxes to lowering 
the capital gains tax, I doubt that the "tax"' on member banks ranks 
very lugh on anyone's list for taxes to cut. I recommend that on tliis 
matter we follow Chairman Miller's advice to the Congress and the 
President and be conservative in our tax cutting — limits the "tax" cut " 
for banks. I suggest that this be accomplished by limiting the payment 
of interest on reserves to the revenue obtained by charging for Federal 
Reserve services including the use of the discount window. 

S, 3304 is seriously flawed but it contains, I believe, the seeds of 
meaningful reform. I should like to conclude this testimony with a list 
of major revisions that I would like to see in the bill. These revisions 
would produce, I believe, a bill that enhances the effectiveness of mone- 
tary polity, solves the "membership problem," increases the safety of 
the fiiiMicial system and enhances the competitive equality among de- 
pository institutions. 

1. Impose reserve requirem^ts on transacticms accounts of all 
insured depository institutions. 
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(a) Exempt the first $50 million of transactions accounts from re- 
serve requirements. 

(b) Apply the same reserve requirement to all transactions accounts 
including demand deposits. 

(c) Impose the reserve requirement on repurchase agreements be- 
tween a bank and its customers. 

2. Eliminate the reserve requireaneuts on saving and time deposits 
( which does not include transaction accounts) , 

3. Provide standby authority for the Federal Reserve to impose 
marginal reserve requirements on sales of large CD's and purchases of 
Eurodollars by any depository institution with deposits over $100 
million and on the commercial paper issued by its holding company. 

4. Allow universal access of all insured depository institutions of- 
fering transactions accounts to all Federal K^rve services including 
the discount window. 

5. Institute full charging for Federal Reserve services with the same 
price charge per unit of service irrespective of membership status, size, 
or geopraphic location of the depository Institution. 

6. Authorize the Federal Reserve to pay interest on reserves in an 
aggregate amount equal to the revenue from service fees and lending 
at the discount window. The interest rate at the discount window would 
be set equal to the average Federal funds rate in the previous week. 

The Chairman. Thank you very much, Professor Pierce. Mr. 
Brown. 

STATEMENT OF JON BBOWN, STAFF ATTOKNET PUBLIC INTEEEST 
EBSEASCH OEOIFF, WASEXNCTCON, S.C. 

Mr. Bbown. Thank you, Mr. Chairman. I would like to qualify 
slightly your introduction, saying that all of us are distinguished 
economists. 

The Chaisman. Well, I recognize you are a distinguished attorney. 

Mr. Brown. I can't qualify for that distinction. But I would like to 
say that a lot of my conclusions 

The Chairman. Two out of three isn't bad. 

Mr. Brown. A lot of my conclusions arrived at independently are 
very similar to Mr. Pierce's, so I don't feel too left out. 

Generally we support some provisions of S. 3304, but feel that otiier 
provisions are unnecessary, and feel that there is a need for additi<Kial 
provisions and further study. 

We think that the concept of universal reserve requirements makes 
sense, and we endorse that provison of the bill, although we are not 
sure at this time it is necessary to extend it to the thrift institutions. 

On the other hand, we think if you have universal reserve require- 
ments, that resolves at least for the moment the membership problem. 
In fact, it makes the membership problem moot, and therefore the 
payment of interest on reserves ia not necessary, as a means to deal 
with the membership problem. 

We believe that the payment of interest on reserves is fundamentallT 
a question of Federal tax policy, and as such it should be dealt with 
by Congress and really should not be dealt with by the Federal 
Reserve Board. 
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The Federal Beeerre Board has ample to do in the ares of monetai; 
polity, without having additiiHial responsibilities in fiscal policy. 

We believe that there are several unanswered and unexplored areas, 
which should be looked at further before an; bill is finally rt^MFted. 

The first area involves needed reform of the Federal Beeerve banks 
themselves to end the dominance of the banl^ by their ccmmercial 
ban king members. This, in the past, has been one oi the primary fane- 
ti(His of the Federal Keserve System member^ip and is part of the 
overall review of the membership role that should be looked intot 

Second, we think there is a need to further examine whether or not 
there is any great public benefit in having a supervisory role for the 
Federal Reserve Board, and it should be freed from its snpervisoiy 
responsibLlity and concentrate more on monetary policy. 

We think these two additional questions are very relevMit now, be- 
cause for once, and on very rare occasions this has happened, OMigrees 
has some leverage over the Federal Beserve Board, when they feel 
there is something wrong and are coming to Congress and asking for 
assistance. Before that assistance is granted, we thmk it is time to take 
a hard took at whether or not there are not changes needed in the 
Federal Beserve Syst^n. 

I wont read the testimony. I will c«nment briefly or take brief 
excerpts from it. 

The first is to point out that many of the Federal Beaerve Board's 
claims about the adverse impact of declining meraberahip are clearly 
self-serving and should be viewed with considerable skepticism. The 
reason for the fact that they are self-serving is obvious, and that is 
that the size of System membership is a measure of the political power 
base of the Federal Beserve Board, and the Beserve Board has a very 
strong interest in increasing or at least maintaining the size of its 
membership. 

But nonetheless, even though we feel these claims should be viewed 
with skepticism, wo think there are substantial reasons for legislative 
revision of the current structure of System membership. 

First of all, we feel it is sound policy to diverse reserve require- 
ments from System membeiship, and that is what universal reserves 
would do. 

Tying reserve requirements to System membership results in an un- 
fortunate intertwining of the issue of reserve requirem^its with the 
size of the Federal Beserve Board's political power base. Em^wering 
the Board to impose reserve requirements on all commercial banks, 
regardless of whether they are system members, avoids this problem. 
It also eliminates the need to pay interest on required reserves as a 
means to entice banks to join or remain System members. 

Moveover, if adjustment of reserve requirem^its is, in fact, a useful 
monetary policy tool, a Federal Reserve Board claim that runs counter 
to moat independent research on this issue, tiieti divorcing reserve re- 
quirements from System membership will allow the Board to adjust 
reserve requirements without worrying about inducing changes in 
System membership. 

Universal reserve requirements for all commercial banks would 
eliminate the role of the States in establishing reserve requirements. 
However, this aspect of the dual banking system does not serve any 
great public purpose and its loss would be a small price to pay for re- 
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solving the competitive equity problem and possibly improving the 
conduct of monetary policy. 

All depository institutions, including savings and loans, mutual 
savings banks, and credit unions, whether System members or not, 
should have access to the Federal Reserve discount window and to Fed- 
eral Reserve services. No public purpose is served by limiting access 
to System members. 

Service charges should be imposed on all users of Federal Reserve 
services. Such explicit pricing would result in more efficient use of 
these services. Moreover, if all depository institutions have access to 
these services, not ]ust System m^nbers, then the Federal Reserve 
Board will not be tempted to underprice its services for the purpose 
of increasing System membership, although other iritentives tor such 
underpricing would remain. 

If Federal Reserve Board reserve requirements were imposed on all 
commercial banks, then there would be no pressing need to pay inter- 
est on required reserves. Under this approach sterile reserves would 
represent a tax on commercial banks. 

As I indicated before, the need and the appropriate size of that tax 
is a matter for congressional determination and should not be dele- 
gated to the Federal Reserve Board. 

Once reserve requirements, access to the discount window, and ac- 
cess to Federal Reserve services are divorced from System membership, 
the apparatus of System membership imder which System members 
hold voting stock in the 12 Federal Reserve Banks and elect two-thirds 
of the nine directors of each Federal Reserve Bank serves no public 
purpose. In this situation System membership would merely identify 
those State-chartered banks that choose to be supervised by the Fed- 
eral Reserve Board, if a continuing Federal Reserve Board rt^e as a 
supervisor is found desirable. 

Commercial bank ownership and more important, control of the 
Federal Reserve Banks, biases these institutions in regard to monetary 
policy in favor of commercial banks and their large corporate cus- 
tomers and represents a gross conflict of interest in regard to their 
supervisory responsibilities. Thus, it is essential that any genuine solu- 
•^ion to the Federal Reserve membership problem remedy this under- 
lying bias and conflict of interest. To accomplish this, the stock in 
the Federal Reserve Banks should be retired and the Banks trans- 
formed from quasi governmental entities to administrative divisions 
of the Federal Reserve Board. The Reserve Banks' boards of directors 
should be abolished and their Presidents appointed by either the Presi- 
dent of the United States, with Senate conflrmation, or by the Board 
of Governors. 

Reforming the structure of the Federal Reserve Banks, however, 
does not resolve the question of whether it is appropriate for a central 
bank such as the Federal Reserve, to have major bank supervision re- 
sponsibilities. There are certain characteristics inherent in a central 
bank that are antagonistic to bank supervision in the public interest. 
In selecting Governors for the Federal Reserve Board, an important 
criterion is maintaining business confidence, and thus the Board has 
an unavoidable bias in favor of large corporations and the banking 
industry. The interests of consumers, labor, and minority groups re- 
ceive less attention. As a central bank, the Federal Reserve is domi- 
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nated by a lai^e staff that is oriented toward highly technical economic 
and monetary analysis and lacks a broad perspective on issues of 
equity, such as civil rights, consumer affairs, community reinvestment, 
and displacement. 

Finally, as a central bank, the Federal Reserve has developed a 
strong policy of operating in secrecy. This policy goes far beyond 
that appropriate for bank supervision and unnecessarily impedes toth 
congressional oversight of bank supervision issues and citizen 
participation. 

Although the performance of all the Federal banking agencies in 
the areas of consumer protection, civil rights, and community rein- 
vestment is not satisfactory, the Federal Keserve Board's is certainly 
the worst. The most dramatic evidence of this is the Board's failure 
to develop an effective data collection system for enforcement of the 
fair housing laws and its current efforts to undermine the Community 
Reinvestment Act. 

Thus, from the perspective of consumers, minorities, and neigh- 
borhood residents, bank supervision would be improved if the super- 
visory role of the Federal Reserve Board were eliminated. This would 
also enable the Board to devote more time to the conduct of monetary 
policy. 

Now I realize that there are counterarguments, arguing that the 
Federal Reserve actually is more effective in implementing monetary 
policy if it has some base as a bank supervisor. 

One of the arguments made is the Federal Keserve can hold ap- 
proval of bank holding company applications as a club to get the banis 
to not extend their activities in the Eurodollar market, during periods 
when the Federal Reserve Board was trying to limit the money supply. 
However, I think these claims should warrant much further investiga- 
tion before they are taken at face value. 

They also raise serious questions as to the tradeoff between mone- 
tary policy and approval of applications is really in the public in- 
terest, or whether or not each supervisor or regulatory function should 
be out in the open and should not be tied to performance in other 
areas. 

I also would like to comment just briefly on our stnxig feeling that 
in terms of implementation of the Community Reinvestment Act, the 
Federal Reserve has played a very negative role in that. The best evi- 
dence of that occurred yesterday when the Federal Reserve Board 
denied a petition for reconsideration filed by a eouamunity organiza- 
tion protesting a bank holding company application. I attended that 
meeting, and I was very shocked by the presentation made by the 
Board staff to the Board of Governors. Because the presentation indi- 
cated several things, one, that the Board staff views the language in 
the Community Reinvestment Act as basically a nullity, and that the 
affirmative obligation standard set out in the act, they feel is merely a 
preamble, and has no legal effect. 

I also was somewhat shocked to find the staff is making misstate- 
ments of fact, and distorting the record in answering questions pre- 
sented to them by the Board of Governors. 

So I think there are serious problems here, and this is one of the 
main reasons why we feel that ending the Federal Reserve Board's 
supervisory role would be beneficial. 
Thank you. 

Dig,l,z.cbyG0Oglc 
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[The complete statement of Mr. Brown follows :] 
Staixuehi of Joh Bbown, Staff Attoenet, Pubuc Ihtcbest Reseabce Obodp 

My name is Jonatban Brown. I am a Staff Attomef with the Public Interest 
Researcli Group, a Ralph Nader organization. M; principal assignment Is to 
monitor the Federai hanking agencies. 

S. 3304, tlie Federal Reserve Requirements Act of 19T8, would authorize the 
Federal Reserve Board to impose reserve requirements on transaction accounts 
ot all depository Institutiona and to pay interest on required reserve balances. 
The bill would also require the Federal Reserve Board to establish fees for Its 
services. This legislation has been Introduced and Is being considered at tbis 
time because of the Federal Reserve Board's insistent protestations that decllu- 
liig System membership undercuts both effective implementation of monetary 
policy and sound bank supervision. To some extent, the Federal Reserve Board 
views universal reserve requirements and payment Of interest on teserses as 
alternative solutions to the problem of declining membership, 

More speciUcally, the Federal Reserve Board claims that declining System 
membership undercuts the Board's ability to control the money supply, reduces 
access to the discount window, and vreakcns Che payments system. The Federal 
Reserve Board also alleges that Che resulting decline In Its supervisory role 
indirectly weakens its ability to Implement monetary policy. 

Since System member banks provide the Federal Reserve Board with its polit- 
ical power base, the Board's claims concerning the adverse effects of declining 
membership are clearly self-serving and must be viewed with considerable sk€^ 
ticiam. Nonetheless, there are substantial reasons for a legislative revision of tbe 
current structure of System membership. 

First, it is sound public policy to divorce reserve requirements from System 
membership. Tying reserve requirements to System membership results in an 
unfortunate Intertwining of the issue of reserve requirements with tbe size of 
the Federal Reserve Board's political power base. Empowering the Board to Im- 
pose reserve requirements on all commercial banks, regardless of whether they 
are System members, avoids this problem. It also eliminates the need Co pay In- 
terest on required reserves as a means to entice baniis to Join or remain System 
members. Moreover, If adjustment of reserve requirements is in fact a useful 
monetary policy tool, a Federal Reserve Board claim that runs counter to most 
independent research on this Issue, then divorcing reserve requirements from 
System membership will allow the Board to adjust reserve requirements without 
worrying about Inducing changes in System membership. "Universal" reserve 
requirements for all commercial banks would eliminate the role of the states In 
establishing reserve requirements. However, this aspect of the dual banking sys- 
tem does not serve any great public purpose and its loss would be a small price 
to pay for resolving tbe competitive equity problem and possibly imttroving the 
conduct of monetary policy. 

All depository Institutions, Including savings and loans, mutual savings banks, 
and credit unions, whether System members or not, should have access to the 
Federal Reserve discount window and to Federal Reserve services. No public 
purpose Is served by limiting access to System members. 

Service charges should be Imposed on all users of Federal Reserve services- 
Such explicit pricing would result In more etilclent use of these services. More- 
over, if all depository Institutions have access to these services, not Just System 
members, then the Federal Reserve Board will not be tempted to underprlce Its 
services for the purpose of increasing system membersip, although other incen- 
tives would remain. 

If Federal Reserve Board reserve requirements were Imposed on all commer- 
cial banks, then there would be no pressing need to pay interest on required 
reserves. Under this approach sterile reserves would represent a tax on com- 
mercial banks. Whether tbis tax Is appropriate and to what extent It would be 
reduced or eliminated Is a question for Congress to decide, not the Federal Re- 
serve Board, 

Once reserve requirements, aeeess to the discount window, and access to Federal 
Reserve services are divorced from System membership tbe apparatus of System 
membership under which System members hold voting stock in tbe 12 Federal 
Reserve Banks and elect two-thirds of the nine directors of each Federal Reserve 
Bank serves no public purpose. In this situation system membership wonld 
merely Identify those state chartered banks that choose to be supervteed. V<i 'Cca 
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Federal Beaerve Board — If a contiiminj; Federal Beserre Board role as a anper- 
Tlsor la fouDd desirable. 

Commercial bank ownership and more Important control of tbe Federal Re- 
serve Banks ttlases these Institutions in regard to monetary poiicj in faror at , 
commerdal banks and their large corporate customers and represents a gross 
conflict of interest in regard to tbeir snpervisory fnnctioDs. Thus, it is essential 
that any gentilne solution to the Federal Reserve membersblp problem remedy 
this Qoderlying bias and conflict of Interest To Bccom^dlsli this the stock in 
the Federal Reserve Banks should be retired and tbe Banks transformed from 
qnasl goremmental entitles to administratlYe divisioiis of tbe Federal Reserve 
Board. Tbe Beeerve Banks' boards of directors should be abolished and thdr 
Preridents appointed by either the President of the United States, with Senate 
GonflrmatloD, or by the Board of Governors. 

Beforming the atractnre of the Federal Reserve Banks, however, does not re- 
solve tiM question of whether It i» aK>ropriate for a central bank such as the 
Federal Reserve to have major bank supervision re^mnsl bill ties, mere are cer- 
tain characteristics Inherent In a central bank that are antagonistic to bank super- 
vision In the public Interest. In selecting Governors for the Federal Reserve Board 
an important criterion is maintaining bustness confldence, and thus tlie Board 
has an unavoidable bias In favor of lai^e corporatlMiB and the banking industry, 
"nie Interests of consumerB, lat>or, aud minority groups receive less attention. As a 
central bank, tbe Federal Reserve is dMnlnated by a large staff that Is (visited 
toward hlshly tedtulcal economic and monetary analyslE and lacks a broad pei^ 
specdve (Kt isnies of equity, such as ciTll rights, consumer affairs, community re- 
investment and dlsi^ceinent. S^nally, as a central bank the Federal Reserve luis 
developed a strong policy of operating in secrecy. Thla policy goes far tieymid that 
appropriate for bank supervision and unnecessarily Impedes both Congressional 
oversight of bank supervision Issues and dtlzen participation. 

Although the performance of all the federal banking agencies In the areas of 
consumer protection, civil rights, and community reinvestment Is not satisfactory, 
tbe Federal Reserve Board's la certainly the worst. The meet dramatic evfdratn 
of this is ttie Board's failure to develop an effective data collection system tor en- 
forcement Ot the Fair Hou^ng laws and Its current efforts to undermine the Oixn- 
muDitj Reinvestment Act. Thus, from the perspective of consumers. minoriCieB, 
and nelghbortiood residents, bank supervision would be Improved if the supervi- 
sory role of the Federal Reserve Board wei« eliminated. IIiIb would also enable 
the Board to devote more time to the conduct of monetary policy. 



The Chairman. Well, thank you very much. This has been a very in- 
teresting panel. I think it is useful to have a public interest attorney 
mixed up with economists every now and then. I think the panel this 
momin); establi^es that. 

Before I start with questions, I would like to aujreeat that one way we 
mif^ht consider poinf^ — as kind of a first step — is first universal reserve 
requirements, with exeimptions, and nobody seems to really be very 
much opposed to tha*. The Federal Reserve Board, the Treasury has 
that as a first choice, the Federal Reserve Board suggested an alterna- 
tive wav of following that. 

Actually the banks would, on the basis of either the Federal Reserve 
Board's proposal or the Reuss proposal, in the aggregate at least, have 
their earnings improved. 

So that is a practical possibility. 

Second, charging for all services to everybody equally. Permitting 
the big banks who want to ctmipete with the Federal Reserve to come in, 
encourage them to come in, and provide, in my way of thinking, a c<m- 
structive competitive atmosphere that would be to the public's advan- 
tage. That is, not only charging for Federal Reserve Board services, but 
correspondent banking services, making the whole system fully cmn- 
petitive that way. 

Third, as Professor Pierce argued, I thought so tellingly, access by 
all depositors to the discount window, which, incidentally, combined 
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with the second point I made would tend to dimin&te a major reason 
for being a member of the Fed. Universal reserFe requirements would 
mean membership wouldn't be necessary anywa; as far as monetary 
poliejr is cfMicerDed. 

And, finally, following all of this up along the same line, eliminating 
the prohibition against interest on demand deposits. 

It would seem if we can achieve those ends in the next few Tears, we 
would have a more competitive dynamic, efficient, and equitaole bank- 
ing systeni than we have now. 

Profesaor Chandler, several witnesses have ai^ed that mwnbership 
as such in tihe Federal Eeeerve is not necessair for the Federal Reserve 
to carry out the functions of a central bank. Do you agree! 

Mr. Chandleb. I think the question of membership is of tninirrmm 
importance. The question is what kinds of reserve requiroments are ap- 
plicable to all bariks, and the access to the discount window. Those are 
two important tiungs. If you can achieve those without m«nbership, 
then I have lost all interest in the membership question. 

The CHAiHMAy. On the other band, if you do not have universal re- 
serve requirements^ mranbership then becomes significant. If we didnt 
change anything, if we permitted the present situation to continue, 
with the notion of membership in the Federal Reserve continuing as 
the Fedeial Keserve Chairman argues it is, do you think that would 
have an adveise effect on effective monetary pohcyl 

Mr. CHANDI.EH. That is a serious question, because a larger and larger 
part of the bank resources would be outside of the system, and not sub- 
ject to reserve requirements. That is the major difficulty. There are all 
sorts of political arguments that are made about the Federal Reserve's 
political base, that sort of thing, to which I attach almost no 
importance. Perhaps tJiey do. 

But to me the question of what instrmnents are availaUe for What 
purposes is far more important than Fed membership. 

The Chairman. I would like to ask both you and Mr. Pierce, 
you are both highly respected monetary economists, and both of 
you are in favor of universal reserve requirements, at least for transac- 
tion accounts, as I understand it. 

Both of you said such universal reserves would enhance monetary 
management. You say this even though there is no empirical evidence 
that conclusively supports or reflects the need for universal reserve re- 
quirements. 

So I would like to hear your reasoning for the conclusion that uni- 
form reserve requirements would be a desirable way to enhance mone- 
tary management and solve the membership issue. Dr. Pierce, why 
dcHi't you go first. 

Mr. PiEBCE. Your assertion is correct. So far as I know, there is no 
empirical evidence to support the claim that the attrition of mouber- 
ship has materially damaged monetary policy. 

There are two reasons that membership as now constituted is im- 
portant. There is empirical evidence to suggest that shifts of deposits 
among different sizes of banks that are members does have an effect on 
the predictability of the relationship between open market operations 
and money and credit. The issue is "Can the Fed Sgure out what the 
effect of ito monetary policy will be on money and creditt" 
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The reasons for the Rube Goldberg reserve requirements we have 
now is to attract and retain members. Great efforte were expended to 
try to give a, menu of reserve requirements to keep banks in the system. 
Shifts of deposits among classes of banks that are members do 
cause problems. Not large problems, but they cause problems in 
predictability. 

The second point I want to make is that as a lai^r and larger share 
of the deposits are outside of the Federal Reserve System, then the 
likelihood that the relationship between open market operations and 
money and credit expansion will become less and less premctable. 

I cant prove the assertion empirically, but theoretically one can 
show that that is the case. I think commonsense just says that as well. 
Loss of reserves through membership attrition is the functional equiv- 
alent of a very large reduction in reserve requirements. The function 
of reserve requirements is to put a brake on expansion of money and 
credit in the economy. As we nave more and more deposits outside of 
the banking system, then effectively the reserve requirements for the 
whole banking system are lowered as a result of that. And the rela- 
tionships are less predictable. 

The Ceaihman. On the other hand, if you make them comprrfiensive 
and universal, you can have lower reserve requirements, isn't that true? 

Mr. Pierce. Yes, and no. I am troubled by what I view to be con- 
tradictory parts of what the Federal Reserve may do. 

We need reserve requirements to make that relationship between the 
open market operations and money and credit more predictable. But 
the lower the reserve requirem^its are, even though universal, the 
less predictable the relationship will be anyway. 

The Chairman. I am not saying you can eliminate them or have 
tiny reserve requirements. I am saying that they can be reduced if they 
are universal, and then you have two thin^ : (a) you have equity, and 
(b) you have a more effective monetary system at any given level of 
reserves. Obviously therefore you can get the same effect with a some- 
what lower reserve requirement. 

Mr. PiEECE. I think so, although I am not certain of that. That is 
certainly not a theorem. It is possible that you will get more pre- 
dictable relationships with universal reserve requirements, but lower 
requirements 

The Chairman. How predictable does your monetary policy have 
to be? It is not very predictable. We get the chairman to come up and 
Arthur Bums, who was a brilliant economist, and Chairman Miller, 
who is a highly competent man come up and they are way off. TTiey 
can never come anywhere near their estimates of what the increase in 
the monetary aggregates are going to be. They are about as far off as 
they can get. 

Mr. Pierce, My short answer is not very important. 

The CHAniMAN. OK, it is not very important. 

Mr. PiEECE. I think that is right. Of all of the problems facing mone- 
tary policy, figuring out what to do and how to do it, the kind of pre- 
dictability I have been discussing is not very high on the list. It is a 
factor, and I think that if one can do something to make monetary 
policy more easy to conduct, then one should. 

Let me add just one point. I am afraid something may get lost in the 
bills being proposed now, not S. 3304, but in the Reuss bill, for ex- 
ample, which addresses only commercial banks. For monetary ctm- 
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trol, one has to talk about all transactions accounts. Universal reserve 
requirements really have to be universal with respect to all transac- 
tions accounts, no matter where they are. 

The Chairman. We are talking about universal reserve requirements 
with an exemption. 

Mr. Pierce. An exempticm is OK, but what I mean is that thrift 
institutions must be included. Kight now their exclusion is not an 
important problem. But it won't be many years before transactions 
accounts at thrift institutions are very big. 

The Chairman. Every witness has said that, as far as transactions 
accounts are concerned, including the witness representing the thrift 
institutions himself. He recognized that they had to have that for 
transactions accounts. 

Mr. Pierce. I am concerned that point will get lost. I think that it 
would be very unfortunate if one waits until we have these accounts 
and then tries to impose reserve requirement& Politically I think that 
will be very difficult, it is a lot easier to do it now. 

The Chairman. Dr. Chandler i 

Mr. Chandler. I see no objection to having an exemption of a cer- 
tain minimum amoimt from reserve requirements, or zero reserve re- 
quirements for another certain minimum. But I have heard people 
talkii^ about setting that at $100 million per bank or financial institu- 
tion, 'fiiat strikes me as being clearly excessive. 

The Chairman. $100 million for both demand uid time deposits. 
That was tlie House Chairman's proposal. 

Mr. Chandler. OK. But the main point I want to make is if you set 
them that high 

The Chairman. The Fed was $25 million and $25 million and a 
total amount Chairman Reuss suggested was $100 million. 

Mr. Chandler. Yes. Even if it is total demand plus time plus se- 
curities sold to customers under repurchase and bo on, that is getting 
up to a pretty good sized bank. 

The Chahoian. Tlie Brst $100 miUion woiUd be exempt, so you 
wouldn't have a cutoff period, where all of a sudden you covered all 
of your deposits. 

Mr. Chandler. Suppose we take $100 million total deposit liabili- 
ties, with everything below that exempt, then you have a real pos- 
sibility here of large net shifts of funds from institutions subject 
to positive reserve requirements, to zero or from zero to positive. 

The Chairman, Well, yes, and we are aware of that, in fact Chair- 
man Miller suggested that we make sure that we have in the legisla- 
tion prohibitions against being able to have a holding company di- 
vide up into nothingbut $100 million institutions. 

Mr. Chandler. That is not the danger that I was referring to, 
although it is real. 

The Chairman. I see your point. 

Mr. Chandler. You still get $1 million net shift from banks with a 
positive reserve requirement of 7 percent to banks with a zero require- 
ment, or vice versa. 

The Chairman. Your contention is not we shouldn't have exemp- 
tions but it E^ould not be as high as $100 million i 

Mr. Chan-di.£r. Something below half of that, it seems to ma, 
would probably not only be acceptable, but wom\A, W-s*t a.\c*. lA vJi*-- 
ical advantages anyway. 
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But I would warn against raising that level too high. 
The Chairman. I would like to hear your reasoning for your con- 
clusion that the imiform reserve requirement would be a desirable 
way to enhance monetary manag^uent and solve the membership 
issue. 

That was my fundamental question, which you haven't answered 
yet. 

Mr. Chandler. If the exranption were set low enough, so very 
hirge amoimts of funds could not be shifted from positive reserve re- 
quirements to zero, then at the margin you could have uniform level 
of reserve requirements against transactions accounts, which ou^t 
to give you a more or less constant multiplier between the reserve 
base and the monetaiy magnitudes. 

The Chairman. You said reserve reqmrements should be lowered, 
and tiat would reduce the cost of idle reserves. The question I have is 
how low can reserve requirements be and still be a useful monetary 
too! ? Also, is there a need for reserves against time and savings de- 
posits or do you agree with Professor Pierce that reserves against 
such deposits could be zero ? 

Mr. Chandler. I think both he and I would have trouble being dog- 
matic on that one. 

The Chairman, Start with the first one, how low can reserve re- 
quirements be and still be a useful monetary tool i 
Mr. Chandler. On transactions balances ? 
The Chairman. Yes. 

Mr. Chandler. Somewhere below 10 percent, I would say in the 
range of say 7 to 10 percent. That is fairly arbitrary. 

■file Chairman. That is fairly close to what the Federal Reserve 
said 7 and 9 percent. Chairman Geuss said 6 percent. Do you think 
that is too low J 

Mr. Chandler, I have no way of saying it is too low. As you ^t 
to lower levels, you run into the danger that the l^al reserve require- 
ments will at certain times be below what the ban& want to hold for 
prudent purposes. 

I would always like to have the legal reserve requirement high 
enough so that at least most of the time it would be higher thiui 
what the banks would elect to hold voltmtarily. So that in fact you do 
get a solid base on which to operate. 

The Chairhan. Professor Pierce, I would like you to commmt on 
Mr. Brown's very interesting charge against the Federal Reserve. 
It is one that I thmk an expert like you, who is very familiar with tht 
responsibilities of the Federal Reserve, can give us some help on. 

He argues that the Federal Reserve tends to overlook the mterests 
of consumers, labor, minority groups, and so forth, and here is what 
he says, and I quote : 

As a central bank, the Federal Keseire u dominated by a large staff tbat 
Is oriented toward lilghly technical economic and monetary analysis and locks 
a broad peifipectlve on iasuee of equity, such as civil rights, consumer affairs, 
community reinvestment, and displacement. Finally, as a central bank, the 
Federal Reaerre bsa developed a etrooK policy of operating in secrecy, nils 
policy goes far beytmd that appropriate for bank supervision and unnecessarily 
Impedes both congressional overeigtit of bank supervision Issues and dttsm 
participation. 
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I think that is a ratJier gentle criticism, as a matter of fact. He 
could have been sharper than that, and pointed out that the Federal 
Beserve, of course, has its constituency among bankers. Very often 
the people who are appointed to it are former bankers, and the Open 
Market Committee, one of the principal policymaking arms, is com- 
posed very largely of bankers. 

So tliat that tends to reinforce the criticism Mr. Brown makes. 
Wliat do you think of that f 

Mr. Peerob. First, I agree that Mr. Brown's criticisms were deli- 
cately and nicely put. I also agree with them, with one exception. The 
Federal Reserve does have a very large staff and a very good one. 
But it has a very large number of people who are assigned to the very 
problems that he described. Not all of the staflf concerns itself with 
monetary policy. There are hundreds of people who wonr about regu- 
latory qu^ions at the Federal Reserve, boUi at the district banks 
and the Federal Reserve Board. 

The problem is not that the Fed is overwhelmed by tJhe specialists 
who ctmcem themselves with monetary policy, but rather t^at the 
Fed's first interest is in monetary policy, and I think veir often it views 
these regulatory questions as a pain. I think the Fed believes very 
strongly it should be in the regulatory business, and has certainly 
testified to that effect, but one hears complaints, I understand you have 
heard them yourself, from former members of the Fed that too much 
time is spent on regulatory questions relative to monetary policy. 

These complaints are indicative of the attitude of the Federal Re- 
serve. It would rather be doing something else than worrying about 
whether the statutes Mr. Brown referred to are being enforced in the 
spirit in which Congress passed them. I think there is really no way 
to solve that dilemma without really having the Fed get out of a lot of 
regulator areas. There is a conflict. I dont think these are people who 
want to flaunt the Congress, but rather that it is viewed as a pain, to 
have to do these things. 

Well, one can remove that pain by ^ving some of those responsibili- 
ties to agencies that view it as their function and their duty to enforce 
these laws with great vigor. 

So I agree basically with what Mr. Brown said. 

The Chairman. Let me ask you further about tiie issue of secret^. 
David Lilly, who was a Governor of the Federal Reserve Board, wrote 
me last year, and said : 

I see no reoBon why tbe release of the policy directive of tbe OUO needs to be 
d^ayed. Breryone should have the same access to the decisions made by the OHC. 

Currently, only those brokers and dealers with larse staffs monltorhig Federal 
Reserve policy on a dally, and fn some cases bonriy basis can know what monetary 
policies the OMC Is pursalnK. This is discriminatory and gives brokers and dealers 
advantage over the ordinary dtieen. 

'Mr. Pierce. I agree with that. The brokers and dealers, or dealers, 
I would say, all luive staffs that are Fed watchers. It is a matter ot 
hours, probably minutes, before they have figured out that the Fed has 
changed the intervention point with respect to the Federal funds rate. 
The general public doesn't know about a change in policy for SO days. 
Now I see no reason to keep the general public in the dark. TTie 
secrecy does not achieve what it is intended to achieve, namely, to hide 
from f^ market what the Fed is up to. I have never understood why 
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the central bank finds it in its interest to try to fool the public by not 
disclosing immediately what it is up to. But be that is it may, it doesn't 
evm accomplish that goal, because the dealers are able to figure out 
quickly when the Fed changes policy. 

After all, the Fed chancres policy by buying and selling securities 
from those very dealers, so it is not very dimcult for them to figure out 
when the Fed has changed policy. So I agree with Mr. Lilly's position. 

The Chairman. Mr. Chandler? 

Mr. Chandler. I think there is every reason why they should make 
public the policy statement 24 or 48 hours later, whatever time it talffis 
to prepare it. I see no reason to withhold it. 

On the other hand, I do think that the Board should have privacy 
in arriving at its policy decision. I think that the presence of large 
niunbets of people at the meeting, or even a few who will do a lot of 
talking, would tend to inhibit discussion, frank statements of views, 
and tlut sort of thing. 

But they should make their policy statement public say 48 hours 
after they arrive at it. That seems perfectly reasonable and desirable. 

The Chaihuan. Mr. Brown, last February, as I said, former Gover- 
nor Lilly wrote me after he left the Federal Beserve Board, and he 
indicated ways in which he thought the system could be improved. 
Those included changes in appointment of Federal Beserve Boards of 
Directors, and he said : 

Only the three class C directors are chosen by the Board of GoremorB. The 
clEBS A and B directors are choe<en by the member t>anks. This ostensibly gires 
the member banks a larger voice in the running of the Beserve banks than the 
Board ot Governors, In light of the reforms made with regard to the inteicsts to 
be represented by members of the Board of Directors made by Public Law 95-1S8, 
I believe it would be desirable to have both class B and class C dlrectora selected 
by the Board of Governors in Washington. 

Do you have any views on that I 

Mr. Brown. That would definitely be a modest improvement over 
the current situation. You have two-thirds of the directors selected by 
the Federal Reserve Board, Which are Presidentially appointed mem- 
bers. But I think it doesn't deal with the underlying problem, and that 
is why should there be any directors who are eleSed by the bankiiig 
industry, when in fact those banks r^^ate the banking industry? 

I think it is analogous to allowing the oil companies to elect members 
to the Federal Power Commission, or the airlines to elect members to 
the CAB. It just stands contrary to the sound principles of regulatory 
administration. I think it is an anachronism that grew out ofthe for- 
mation of the Federal Reserve System, the idea that the banks would 
be a cooperative venture on the part of the commercial bonks that com- 
prise that district, they would buy stock in the Federal Reserve bonks, 
and therefore they would have ownership and should have voting 



rights. 
I thin 



i think we have long passed the stage where there is a need to view 
the Federal Reserve banks as a coopu^ve endeavor with oonmiercial 
banks. 

I think the Federal Reserve banks should be administrative sub- 
divisions of the Federal Reserve Board and the stock of the commercial 
banks should be retired and the board of directors abolished outright. 
I don't think they serve any legitimate function, other than advisory. 
Presidrait Carter and many others have raised a lot of questions about 



261 

the value of advisory committees, the way they have been handled in. 
most agencies. 

The Chairuan. Senator Sarbanes. I might say Swiator Sarbanes sat 
at Professor Chandler's feet a few years ago at Princeton, and it is 
good to see a professor having to sit at the feet of his former pupil. 

Senator Sarbanes. Mr. Chairman, I am not going to cany that 
analogy very far. I have no questions, I really just came to pay my 
respects to Professor Chandler from whom I feel I have learned a great 
deal. I am not sure how often my colleagues here agree with that, but 
I am pleased to welcome him today. 

Mr. Chandi^r. Mr. Chairman, might I make a comment on one pro- 
posal, to which I am al^olutely opposed, and that is that the presid^its 
of the Reserve banks be appointed by the President with the advice 
and consent of the Senate. 

I think monetary policy responsibility should be concentrated in the 
Board of Governors, and there should not be another competing group 
of people out there claiming Presidential and congressional approval, 
who would then divide responsibility and shift it aroimd. 

I am all for anything that will concentrate responsibility in the 
Board of Governors; as far as I am concerned, you can abolish the 
boards of directors of the individual Reserve banks if you want to, 
it would be very little loss, anyway, but this business of having a Board 
of Governors in Washington and 12 Presidential appointees out in the 
various Reserve banks makes no administrative sense whatever. 

The Chairman. When it comes to the fundamental instrument of 
monetary policy, open market operations, you have the Open Market 
Committee, which has five of its members selected, as I understand it, 
from the Reserve presidents, who are appointed by the — ■ — 

Mr. Chandler. You should concentrate responsibility for open 
market operations in the Board of Grovemors. 

The Chairman, Have the seven members of the Federal Reserve 
Board determine open market policy instead of the 12 ? 

Mr. Chandler. I think that would be better. 

I know something about the liistory of the Federal Reserve, in the 
days before power came to be concentrated in the Federal Reserve 
Board, and I can tell you that was a disgraceful history as the 12 presi- 
dents upset the applecart time after time. I don't want to see a repeti- 
tion of that. 

Mr. Pierce. Mr. Chairman, I agree with Professor CliMidler. I just 
want to make one additional point, or argument in favor of what he 
proposed. Namely, I know there has been a lot of discussion of having 
the Federal Reserve Bank presidents appointed by the President and 
confirmed by the Senate. Since they sit on the FOitC, that seems some- 
how appropriate, in fact, it has been argued that the configuration is 
unconstitutional. Be that as it may, I want to warn you that one doesn't 
buy very much by such an arrangement. While it is an improvement to 
have the bank presidents appointed by the President, the reason you 
are not buying very much with that reform is the Federal Reserve 
Board approves the budget of the Federal Reserve Banks. It is ex- 
tremely difficult for a Federal Reserve Bank president to be very in- 
dependent, if he knows that if he goes too far from what tlie Board 
of Governors would like him to do, he can have his budget cut. 
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It is very detailed cwitrol the Federal Reserve Board has over the 
Federal Reserve banks. They are ncrt; free agents, and I don't think they 
should be treated as such and accorded a Presidential appointment and 
think somehow we have 12 people out there representing different parts 
of the country. Such an arrangement wouldn't work as long as the 
Federal Reserve Board has budgetary control over the Reserve banks. 
I can't figure any way to eliminate that control. 

The Chairman. You can't eliminate it. You could give Congress 
control over the Federal Reserve budget. 

Mr. PiEBCE. You could do that 

The Chairman. They should have it. 

Mr, PiEBCE. But that is a separate issue, I agree with that, but it is 
a separate issue. I think the easiest solution is to do what Professor 
Chandler recommended, simply to have the FOMC composed of Board 
members and not to have the current arrangement in which the Board 
Bets reserve requirements and the FOMC makes open market operation 
decisions. Rather, there should be one group of people who make 
monetary decisions, and that that group should 1^ in Washington, 
and it sliould be the Federal Reserve Board, period. 

The Cbaibhan. One role played by reserve requirements that are 
unposed by the Federal Reserve is as clearing balances through which 
transfers are made. In effect they are a type of demand deposit and 
collections are cleared against them. 

Viewed in this manner, wouldn't it be most useful to ctmsider in- 
terest on reserves, when the subject of interest on demand deposits is 
discussed, not as a separate issued I think we would have a better and 
more dynamic system if we permitted interest on demand deposits. 
Mr. Pierce! 

Mr, PiEHCE. I think they are analogous. I raised that point in my 
testimony. I agree that if the Fed is going to pay interest on reserves 
and charge for services, I think it is appropriate that the banks do the 
same thing with respect to their customers. And to separate those two 
parts would be a mistake. One ought to buy something with the pay- 
ment of interest on reservea 

The Chaibman. Dr. Chandler, before you answer, let me just say 
that we talked a lot and the banlrars are very sensitive to the uict that 
they have to sterile part of their earning assets in effect by putting 
them in reserves, which dont give them any return. At the same time 
they benefit in a sense from the fact that they have enormous amounts 
of demand deposits, usually greatly exceeding their reserves, on which 
they pay no interest. 

So why wouldn't it be sensible, if we are going to permit interert on 
reserves, to have interest on demand deposits considered at the same 
timei 

Mr. Chandler. There has never been a decent case against payment 
of interest on demand deposits. They came in under fsJise pretenses. 

The Chairuan. That was in the beginning of the depression f 

Mr. Chandler. They came in in 1^'dB, in the Banking Act of 1933, 
when everybody's attention was devoted to opening the banks, and 
this went m without debate. It had been opposed taa preceding year 
when it was in the Banking Act of 1932, and didn't get through at 
that time, but it slid through with everything else in 1933. 
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The Chaibman. So if we pay interest on reserves and don't permit 
interest to be paid on demand deposits, the banks would really be 
having their cwre and eating it, too. It would seem, from the stand- 
point of the taxpayers that Qiey lose in intereet on demand depofflts, 
and save in no interest on reserves. 

Mr. Chandi-eh. I can a.rgua the Treasury is paying through the 
nose on this. The public is willing to hold demand deposits now equal 
to only 13 pereent of GNP whereas it was 30 percent in 1960. So 
households and business firms have found all sorts of ways of econondz- 
ing on demand deposits, not only by holding savings and time deposits, 
but all of the other liquid assets you can thii^ of. 

This has lowered the volume of deposits, cut down the amount of 
securities held by the Federal Jteserve, below what it would have been 
otherwise, and costs the Treasury hundreds of millions of dollars a 
year. 

I think that is one of the least objections to the prohibition OU' de- 
mand deposits, but it is one. 

The Chairhak. You have an interesting confusion of what trans- 
actions accounts are, because the whole Uung is so d^pamic. You 
both mentioned automatic transfer from savings to checking accounts, 
that will be permitted after November 1, 1978. This new bank serv- 
ice would definitely give savings accounts, at least a pcMtion of saT- 
ings accounts, the characteristics of a transactions acconnt as defined 
inS.3304. 

How should the question of reserves against transaction accounts in 
automatic transfers be handled t Should, for example, a new category 
of deposits called transaction savings be defined, with special imar- 
acteristics I You are shaking your head. 

Mr. PiBRCE. They are a checking account with another name. What- 
ever reserve requirement is appropriate for conventional checking 
accounts is also appropriate for the same thing with a different name, 
with automatic transfer or NOW accounts, or whatever. 

I would add that we are having this proliferation of these strange 
accounts preciselv because of the prohibition against payment of in- 
terest on demana deposits. This problem would disappear if interest 
were simply paid. It wouldn't be necessary to dream up these clever 
ruses that the lawyers sa^ render an account not a demand deposit, 
when the economics makes it a demand deposit. 

Mr. Cbandij^ I might add to that tnat even if you say that these 
savings accounts automatically transferable to demand are demand 
depmits, which you should, you are still going to have, with this elec- 
tronic funds transfer system developing, all sorts of new ways of mak- 
ing shifts among these different assets, quickly and very cheaply, so 
that you are just going to have to watch this as the years go by and 
recognize you will probably be two steps behind al! of the time. Be- 
cause a lot of very clever people with highpowered computers can do 
almost anything of this sort. 
The Chairman. Senator Sarbanes? 

Senator Sabbaneb. I am sure this question has already been ad- 
dressed, because I know the substance of it is in both of your state- 
ments. But if we were to rationalize the reserve requirement both in 
tenns of to what accounts it should apply and the level of the re- 
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quirement, what is the argument for paying interest on such revenues 
instead of simply requiring Oiem as, in effect, a condition of being 
ing the banking business ? 

Mr. Pierce. Requiring the banks to take a certain amount of their 
assets and hold them in nonintereat bearing form is equivalent to a tax. 
The rationale for requiring banks to hold these funds idle is for 
purposes of monetary policy. But it is costly to the banks in the sense 
that they could have earned interest on the funds if they had invested 
them in the market. 

I think as a matter of public policy, if a certain group is singled out 
to act differently than it otherwise would, in the interest of public 
policy, that group should be compensated. 

Senator Sasbanxs. Except the banks have an interest in a properly 
functioning monetary system. 

Mr. Pierce. No more than you or L The banks just happen to be 
the vehicle. I am as interested in that as the banks are and I would 
object if you passed a law saying I had to put a certain amount of m^ 
money aside and not earn interest on it. I don't think their interest iB 
any greater with respect to the stability of the economy than anyone 
else's, or any less. 

No, I don't think one can argue that. And furthermore, ou get 

perverse reactions 

Senator Sabbanes. Why don't other countries pay it? Our study 
shows that hardly any other major developed country pays interest on 
the reserve requirement. 

Mr. Pierce. Professor Chandler can answer that better than I can. 
VeiT few coimtries have idle reserves, Senator, which I think helps 
expFain why that is true. You can hold them in Treasury bills, and that 
is no problem. 

Mr. CHANDI.ER. There is no problem if they hold them in Treasury 
bills^ but it doesn't do any good either. 

Mr. PiBscE. That is n^t. It is a nonissue if, as in other countries, 
the banks are allowed to hold the reserves in the form of, say, gov- 
ernment securities. Then you lose the whole function of reserves as 
a brake on expansion of money and credit. 

We do it differently, we say hold that money idle, because it gives 
us amore predictable monetary policy instrument. That is fhie, I agree, 
but it injures bank profits, it causes the membership problem. Why be 

a monber bank if you can be a nomnember 

Senator Sarbanes. You wouldn't have a choice as to whether you 
would be a member so far as reserves are required. It would be a re- 
quirement. Why should the system operate in such a way that the 
hanks can choose to opt out of the operation of monetary polity? 
What is the rationale for that } 

Mr. Pierce. None. But the reason that it is an issue is because it is 
costly for banks to have required reserves. For monetary policy it is 
needed. We need universal reserve requirements. But then were is the 
issue of does Congress want to tax banks in that way. 

The Chaikhan. We don't tax banks in any other way to speak of. 
They pay less taxes than any other industry, 
Mr. Pierce. I agree with that, that is tme. 
The Chatbihw. Less than half. 
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Mr. PiEBCE. I agree. But you get a lot of resiBtancc For example, 
the obscure issue of repurchase agreements is a way of escapmg re- 
serve requirements. It is very much in the bank's interest to find ways 
to avoid reserve requirements, because it enhances their profitability. 
As Professor Chandler pointed out, the regulators are always three 
steps behind in trying to keep up with these clever methods of avoid- 
ing required reserves. 

If interest is paid on reserves, the incentive to come up with all of 
these clever methods disappears. I think interest should be paid. But 
this is a terrible year to do it. It is the last item that would oe on my 
list of taxes to cut. And so I think one will have to wait. 

Senator Sabb&nbb. Every year would be a terrible year. I dont see 
why, as is indicated by Professor Clmndler's approach, if you are 
going to lose some revenue, it doesn't make more sense to rationalize 
the reserve requirement by reducing the percentage required. It will 
still cost you revenue, but that is a better way to do it. If you can 
arrive at a reasonable figure to give you the base for monetary policy, 
why shouldn't every bank in effect have to meet that condition to 
engage in the banking business t 

Mr. Pierce. If the Congress wants to levy that kind of excise tax, 
to have a banking license, if it decides that is a proper public policy, 
fine. 

The Chairman. If the Senator would yield at that point, we have 
always had that. It seems to me the burden of proof is on the side of 
those who say required interest on reserves. In the 200-year history of 
this country we have never had a situation in which the central bank 
has paid interest on reserves. Isn't that right t And as Senator Sar- 
banes points out, we can't find any, although other systems a,re different 
than ours, in which interest is paid by the central bank or ultimately 
by the taxpayer on reserves. 

It seems to me a small price to pay for the advantage that bankers 
have. You go back to the old system of the goldsmith, and people de- 
posited their gold bars, and you had 100 percent reserves, you would 
have to keep all of that gold there; then they developed fractional re- 
serves, and it was a pretty good system. Now we want to in effect pay 
interest on everything. I think if we are going to move to that new sys- 
tem, there ought to be a clear, strong case for doing so. 

Mr. PiEHCB. One of the cases is to charge for the services. The Fed 
has rationalized not charging for services as a compensation for not 
paying interest on reserves. Those services have oeen in existence 
as long as the Fed has been in existence. If the Fed starts charging for 
services, and does not pay interest on reserves, then the banks are worse 
off. You have increased the tax in effect. Maybe you want to do that. 

Senator Sabbanes. It depends on what the reserve requirement is. 
You can change the amount of reserves that have to be held and 
thereby free up a significant portion of their assets to be earning 
assets and cwisider that a more rational way to straighten out the 
system, than to maintain higher levels of reserves and then pay in- 
terest on them. 

If you are going to lose revenue, wouldn't that be a more — would 
you put that ahead of paying the interest as the way to lose revenue? 



byGoogIc 



256 

Mr. Fierce. The lower the reserve requirement, the less injuiy to the 
banks, but also the greater the chance that you will injure monetary 
control. The purpose of the reserve requirement is to make relation- 
ships between monetary policy and money and credit more predict- 
able and stable. The lower the reserve requirement is, the lees pre- 
dictable and less stable the relationship. And you dont get something 
for nothing in this. If the Fed reduces reserve requirements to 8 per- 
cent, money and credit would be less predictable than if reserve re- 
quirements were ^ percent. 

So there is a tradeoff. The Treasury loses income in either case, be- 
cause with less required reserves, there will be a loss in revenue that 
way, or if you lose the revenue by having reserve requirements at a 
level that is more appropriate for monetary policy, whatever the num- 
ber is, and pay interest on it. 

Senator Sarbanes. Do you think the current level is too high tor 
monetary poliCT purposes? Significantly too high! 

Mr. PiEBGB. The reserve requirement on large banks, about 16 per- 
cent, strikes me as too high. 

Senator Sabbanes. Sul^tantially too high f 

Mr. PiEBCE. Yes. And it is also too complicated. 

Senator Sabbanes. If that is the case, I don't think your previous 
reply really was on point. The question is still before you, if you are 
going to lose some Treasury revenue, is the more rational way to lose 
It as a first step by revising downward the reserve requiremeutfi, or by 
paying interest on reserves? 

Mr. Pierce, I am not convinced that the Fed, in taking reserve re- 
quir^nents from 16 percent to 8 percent on demand deposits, did the 
appropriate thing. I doubt whether the Federal Reserve made the cal- 
culation to arrive at that 8 percent on the grounds of money policy. I 
think it made the calculation in order to try to keep members. The Fed 
tried to attract banks as much as it could by indirectly spending the 
Treasury's money rather than paying interest on reserves. I Uiink 
that is unfortunate. 

I think the issue ought to be faced as to what the appropriate 
reserve is for monetary policy. 

Senator Sarbanes. That is a good point. If you pay interest on the 
required reserves, you introduce a factor into the level of the required 
reserve unrelated to monetary policy, that factor being that you are 
paying interest and you have a chance to save money on the payment 
by lowering the reserve requirement, so it seems to me it is a cleaner 
way to approach the system by saying what is the level we ou^t to 
have as a required reserve for purposes of monetary policy, and thai. 
is a condition of doing business, unencumbered. 

If you pay interest, then you have pressure to get it lower to pay less 
interest. 

Mr. Fieroe. But you now have the pressure to have Iowm reserve 
recjuirements, in order to not cost the bank so much money. I don't 
think you avoid that pressure one way or the other. I think the 
pressure is less if you pay interest. At least from the private sector. 
Senator Sarbanes. I am not arguing for the present system. I am 
trying to cut through it. 
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Mr. PizscE. I think the conflict is still there. The banks want low 
reserve requirements as long as they dont receire interest. I dont 
blame them. There is a conflict, 

Mr. CHAMin.Bit. Could I comment further on this ? 

First, the present system of reserve requirements are, I am suie, 
considerably above the level necessary for effective monetaiy man- 
agement. A substantial cut would not cost much in terms of efficiency 
ot management. 

Second, the present discriminate^ tax is really a disgraceful tax ; 
it isn't equitable by any standard. You leave out big banks that are 
nonmembers, who are not taxed at all. You tax smaller banks that 
are members, et cetera. 

If you could move to a system of universal reserve requirements, 
suppose we could solve the problem of what is t^e right level, whethra 
8 or 9 percent or what, applicable to all transactions balanceSj then 
I think there is a good case for the Fed charging for its services it 
renders, then the question of interest on require reserves becomes 
much less important. Certainly not for membership reasons is it any 
longer important. It may be important from a political point of view, 
I am not a judge of that, in getting the reserve requirements, maybe 
tills is a price, a political price that has to be paid to get the reserve 
requirements. 

But it would still be true that even though the tax were in some 
sense equitable among all of the fiinancial inSritutions, it is still a tax 
on financial intermediation. If the judgment is this tends to discourafp 
the development and use of financial institutions, I think there ]B 
some argument for reducing the net tax by giving some interest on 
required reserves, in order not to have too large a burden upon the 
process of financial intermediation. And in the long run, of course, 
the tax is likely to be paid by stockholders, by depositors, by boi^ 
rowers, and not say some corporation. 

So it seems to me that the first thing to do is to get to the point 
where payment of interest on required reserves is less important. 
And then to make the decision on that. 

Mr, Pierce, If I could raise a related point, I think that the eva- 
sion issue is very important. Banks have a strong incentive, and 
still would even with an 8 percent reserve requirement, to spinoff 
their deposit business to their holding company in order to avoid 
reserve requirements. It is perfectly possible tot the finance com- 
pany subsidiary of a bank holding company to issue liabilities that 
are not called deposits, they would be called something else, but they 
in effect would be deposits. These deposits would be outside of the 
banking system, would not have any reauired reserves and would not 
be insured. Tliis behavior would be unrortuate, but the profit incen- 
tive is there. The company can have 8 percent reserve requirement by 
simply issuing the same savings account out of the finance company 
that it could issue out of the bank. 

This siiift would be socially undesirable. There is less regulation 
and no insurance for liabilities of holding companv subs. I think there 
is no way to keep ahead of Uie banks in their avoiding regulations of 
this kind. They are very clever. And if you say all right, you can't 
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issue paper out of the finance company, thrai they will dream np 
aometning else, some other wa; to do it. I think there is a socnal 
cost involved in bringing more and more banking outside of banbdng. 
You have a lot of that already, which reeerve requirements certainly 
encourage. And so one buys something with paying interest on re- 
serves, namely, you take away some of the incentiTe to spin activities 
off of banks. 

The same phenomenon occurs with Eurodollars, there are all kinds 
of examples. 

The CuAiBMAN. As a practical matter, we come down to the fact 
that the proposal by the Federal Reserve Board and by Chairman 
Reuss both, as I understand their proposals, would not provide for 
interest on reserves, would benefit the banks, their earnings would be 
increased, it would permit a lower level of reserves, a substantial 
exemption. 

It would also permit a charge for services, also permit all deposi- 
tor institutions to have access to the Federal Reserve window, and 
I think it would be a very substantial improvement without having 
to get into tliis situation of food stamps for bankers. 

Mr. Pierce. I agree. I have been trying to make the case why 
Congress sliould consider paying interest on reserves. I think if one 
gets all of tlie other features and doesnt get the payment of intereet 
on reserves, I would be delighted, provided the bill is in the form 
I suggest. I think it would be great. 

The Chaikman. Gentlemen. I want to thank you very much for a 
most interesting morning, it was so interesting we couldnt let yon 
go when we should have, because we have two very distinguished wit- 
nesses to follow you. 

Our next witnesses are Leland S. Prussia, executive vice president, 
Bank of America, and Dr. James O'Leary, vice chairman of the XJ.S. 
Trust Co., representing the New York Clearing House Association. 

I want to apologize, gentlemen, for having cktained you. I am sure 
you enjoyed the testimony of the previous witnesses, too. 

Mr. Prussia, you may proceed. 

STATEHENT OP LELAHD 8. PRUSSIA, TIOX OHAIBHAH ASH 
CASHIEB, BAHE OF AMEBICA 

Mr. Prussia. Mr. Chairman and members of the committee, I am 
Leland S. Prussia, vice chairman and cashier of Bank of America. 
I am very pleased to testify today on S. 3S04, the Federal 
Reserve Requii-ements Act of 1978. Because of the inequities in both 
the laws and regulations governing depository institutions, there exist 
significant disparities in competitive relationships among institutions. 
Wb believe that in addressing universal reserve requirements, interest 
on reserve balances, and charge for Federal Reserve services, S. 3304 
would help to reduce these competitive inequities. Morevor, this pro- 
posed legislation would improve the effective management of monetary 
policies. Bank of America, therefore, welcomes the opportunity to pub- 
licly support the thrust of these reform measures. 
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BQUAL TBEATUENT FOB EQUAL FOWQtB 

Over the ^ears, imbalances and distortions developed in our financial 
9y8t£an as legialation was enacted in a piecemeal fashion to respond to 
competitive innovation. Historically, special treatment such as higher 
interest rate ceilings or a tax-exempt statue was grfuited some institu- 
tions such as savings and loan associations and credit imions which 
provided them with significant competitive advantages. However, re- 
cent innovations in the scope of permissible services such as KOW ac- 
counts and share drafts, as well as legislatively expanded powers, suc- 
ceeded in creating a further competitive imbalance favoring such in- 
stitutions. S. 3304 partially addresses these inequities. 

Bank of America prefers to see Congress enact comprehensive finan- 
cial reform based upon the principle of equal treatment — in terms of 
regulaticms, reserves, and taxation — for institutions offering equal 
services. The concept of equal treatment for equal powers permits all 
financial institutions to cwnpete on the same basis with rewUting eco- 
ufHnic efficiencies and broad public benefits. 

In the area of Federal Reserve membership, the inetjuities of the 
membership burden have increased significajitly over time. Member 
banks pay an implicit tax, estimated by the Federal Reserve at $1.7 
billicHi, in the form of noninterest earning cash reserves maintained 
with Federal Reserve Banks. While member banks must hold idle 
balances, uoa-m«nber depository institutions may use their reserves to 
purchase services from correspondent banks of their choice or to pur- 
chase earning assets. 

Because no cwnprehensive reform appears currently possible, and 
because of the increasing inequities of the membership bunlen, Bank of 
America proposes the following program, major portions of which are 
included in S. 3304 

1. Concerning reserve requirements, we propose universal graduated 
reserves, that would : 

Be applicable on the same basis to all types of institutions offer- 
ing depository services. 

Be lower for smaller sized institutions. 

Be equal for demand deposits and other transaction accounts. 

Be extended to include time and savings accounts for all institu- 
tions where such account^ are offered. 

2. Concerning payment of interest on required reserves, we propose 
that: 

Interest be paid at a rate that is market determined. 
One rate be paid to all institutions regardless of size. 
No limit be set on the maximum agjrregate interest payments. 

3. Concerning charges for Federal Reserve services, we propose that 
sudi charges: 

Be made explicit for each !«rvice. 

Be priced on the basis of direct and indirect costs, including 
taxes and an implicit return on capital (to be competitive with 
privately effered services) . 
Permit access for all institutions subject to reservcB. 
I would like to comment in more detail on each part of the program 
I have just ontlmed. 
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nNIYERSAI. BE8ERT& REQDIREIEENTS 

Bank of America strongly supports the concept of universal neervee 
contained in S. 3304. Aa depository institutions betXHne more alike, 
equality in regulations becomes ess^itial. One category of financial in- 
stitution, member commercial banks, should not be required to assume 
a disproporti(uiate financial burden in order to secure for the general 
public such broad benefits as effective monetary policy management, an 
efficient payments mechanJBm, and the high quality of our financial 
system. Unequal reserve requirements, because they directly affect the 
profitability of financial institutions, may ultimately influence an insti- 
tution's willingness to offer a service or innovate a new service — to the 
potential detriment orf the general public. 

We support the imposition of equal reserve requirements on all de- 
pository institutJCHis — commercial hanks, mutual savings banks, credit 
unions, and savings and loan associations — but we prefer a more ex- 
pansive approach whidi imposes such requirements on any institution 
exercising depository powers. Institutions such as finfmoe companies, 
securities brokers, and mutual funds accept deposit equivalraits frtmi 
their customers. A basic tenet of universal reserve requiremmts is cam- 
petitive equality. These deposit equivalents are substitutes for reserv- 
able accounts offered by depositoiy institutions and they should be sub- 
jected to reserve requirements. If this equal treatment principle were 
followed, the public interest would be better served by maximum com- 
petition among all participants wishing to offer financial services. In 
addition, the task of monetary policy would be made easier. 

Although we prefer completely equal treatment for equal powers, 
there is some merit to the arguments for graduated required reserves 
based upon the total deposit size of an institution as implied in S. 3304 
and the Federal Reserve's proposals. Many believe the burden of re- 
quired reserves maintained at tlie Federal Keserve falls disproportion- 
ately on small institutions. Bank of America does not desire to stifle 
onnpetition from smaller banks or other smaller financial institutions 
although smaller banks on average are more profitable than larger 
banks and, in manv areas, do not offer the broad range of services gen- 
erally provided by larger bonks. 

In the spirit of encouraging competiticHi from smaller institutions, 
however, Bank of America supports a redud,ion in the lower levels of 
required reserves for transaction and time and savings accounts, as 
contained in S. 3304. Furthermore, with universal reserve requirements 
for all depository institutions, the reserve base upon which the Federal 
Reserve implements its mraietaiy policies would oe expanded considei-- 
ably. The improved efficiency of policy iniplementation should permit 
agnificantly lower reserve requirements. We do not support the com- 
pete exemption of small institutions from reserve requirements as con- 
templated in S. 8304, which permits institutions with tranBaction 
accounts below 6 million to maintain no reserves, beoause all deposi- 
tories should share to some degree in the burden of mtmetary manage- 
ment. We believe, however, that very low required reserves, coupled 
with interest payments on those reserves, provide sufficient compensa- 
tion to remove any unnecessary burden on small institutions. Because 
the current city /country bank classification for deteimining reserve re- 
quirements is actually based on size rather than location, and because 
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our proposal embraces graduated reserves based on size, we see no 
reason to keep the current cumbersome city /country distinction. S. 3804 
ri^itfully eliminates it. 

We believe the very broad definition of a transaction account in S. 
3304 is in the best interest of orderly financial regulation. By granting 
the authority to the Federal Beserve to define transaction accounts as 
new payment innovations occur, competitive equity is preserved by not 
permitting avoidance of defined regulation in this area. However, we 
believe a better approach to any defanitional problem with transactitm 
accounts or demand deposits is to eliminate any distinction between the 
two and to set reserve requirements for both these accounts at one low 
level. There appears to be no real basis for a distinctiim betweeji- de- 
mand deposits and transaction accounts, such as NOW accounts other 
than to circumvent regulations. Both serve the same functions and 
both represent immediately available funds. Demand deposit reserve 
requirements are currently very high, while transaction account re- 
quirements are low or nonexistent. Logically, reserves should be the 
same at one low level for all depotjitory institutions. 

Although not contemplated in S. 3304, reserve requirements on time 
and savings accounts should also be imiversally imposed on all finan- 
cial institutions which maintain them. The expan^on of powei-s at so- 
called thrift-type depository institutions, the loss of di^lnctions be- 
tween thrift and transaction accounts, and the essential similarity of 
time and savings accounts at all types of institutions argue against 
any rational basis for excluding time and savings accounts from uni- 
versal reserve requiremeuta 

Implicit in our support of universal reserves is our belief that the 
Federal Reserve should have the power to set reserve requirements 
within legislated limits. The originEil Federal Reserve Act included re- 
serve requirement levels as a tool of monetary policy, and if reserve re- 
quirements are truly universal, the use of this policy tool is enhanced. 
Nonbank depository institutions were ignored in the original act be- 
cause they were small in size and number; however, today they repre- 
sent the a<Nninant share of the public's savin|;s and should be brought 
within the orbit of monetary regulation. Additionally, the Federal Re- 
serve is in the best position to evaluate the relative burden that re- 
quired reserves place on different sized institutions. The Federal Re- 
serve could, as conditions change, take appropriate action to maintain 
competitive equity. 

The 4-year phase-in of reserve requirements for nonraomber institu- 
tions is logical to prevent unnecessary problems or hardships. We also 
support the concept of nonmembers passing reserves through member 
banks or Federal home loan banks to the Federal Reserve. The uni- 
formity of reserves for all institutions is more important than deposit- 
ing directly with the Federal Reserve System. If an institution pre- 
fers not to deal directly with the Federal Reserve, there is no reasrai 
that it should. During the hearings concerning nationwide NOW ac- 
counts. Bank of America projwsed that reserves on such accounts be 
held in the form of a special Treasury security, issued solely for that 
purpose, as a possible alternative to a passthrough reserve. We con- 
tinue to believe that the use of special Treasury securities as a means 
of holding required reserves would provide a true market return <hi 
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such funds, promote competitive equity, and not hamper the imple- 
mentation of monetary policy. We encourage the Federal Reserve to 
perform a feasibility stud; on the use of holdings of Treasury securi- 
ties as a means of satisfying reserve requirements. 

The Federal Reserve should clearly have the authority to require re- 
ports from nonmember depositories as proposed in S. 3304. Tha in- 
creased flow of accurate information would promote more effective and 
efficient implementation of monetary policy. The reporting require- 
ment burden of member banlcs wonid be further equalized by «ctend- 
ing these requirements to all institutions. 

PAYMENT or IKTESEST ON XBQUIRED BBSERVza 

Bank of America strongly endorses tlie proposed payment of inter- 
est on required reserve balances. S. 3304 ties the payment of interest to 
tlie idea of explicit charges for Federal Reserve services, a natural link 
which we previously mentioned. Tiie payment of interest <m required 
reserves would reduce the competitive inequities inherent in the cur- 
rent system. 

As discussed above, one class of financial institutions — member com- 
mercial banks — is required to hold totally non-eaming cash reserreB, 
whicli other depositories hold their reserve in various earning forms 
(usually either correspondent balances or securities). A compariBon of 
return on assets between member and noiunember banks, over time, 
shows that member bonks had a consistently lower rate of return. The 
benefits of Federal Reserve services to member banks do not ade- 
quately compensate them for income lost in holding idle ca^ reserve 
bidances. 

Bank of America prefers that no limit be set cm the maximum inter- 
est rate permitted on required reserves or on the aggregate amount that 
the Federal Reserve pays in interest on reserves^ S. 3304 contains a 
limit of the sum of seven percent of net Federal Reserve bank earnings 
plus the revenues from cliarging for services. Either kind of restriction 
would only serve to limit the intent of paying interest on required re- 
serves, that is, to reduce the burden of membership and to promote 
competitive equality among institutions. The rate that the Federal Re- 
serve pays should be determined in the market, perhaps tied to the 3~ 
month Treasury bill rate. In any event, we oppose a fiat 2-percent max- 
imum rate, as contained in S. 3304, because of the obvious mequity. 

S. 3304 permits a higher rate oi interest to be paid for the first $25 
million of required i-cserves. However, because Bank of America 
favors graduated reserve requirements as a means of reducing the re- 
serve burden of small instit utions, we believe that pavmuit of a differ- 
ential rate of interest is neither necessary nor equitable. We urge that 
all reserves earn interest at the same rate. 

CHAROES FOR FEDERAL RESERVE SERVICES 

We are in favor of explicit pricing for Federal Reserve services. The 
current system tends to promote economic inefficiency. There is a very 
high price for access to Federal. Reserve serviceft—meanbership in the 
Federal Reserve System with its expensive reserve requirements— 
which disuades the majority of financml institutions from uang thesB 
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services directly. However, once a bank chooses to meet the access price, 
that bank can use as luucli of the Federal Keeerve services as it wants 
for no additional charge. This promotes inefficient use of reeourcee be- 
cause the mai^nal cost of providing a service is not equated to its mar- 
ginal value to the user bank, AdcUtionally, because the Federal Ke- 
serve does not charge for individual services, private sector innovation 
and competitiiHL is effectively stifled. 

By explicitly charging for services rendered, the Federal Reserve 
also helps eliminate inequalities among banks of different sizes. The 
Federal Keserve's own analysis shows uiat small banks have a greater 
membership burden because they do not directly use Federal Reserve 
services or benefits, while large banks have a smaller burden because 
they use these services or benefits extensively. To the extent the Fed- 
eral Reserve develops a competitive market pricing system, the 
charges imposed for the currently "free" Federal Reserve services 
nullify almost all the unequal burden based upon the size of a member 
bank. Graduated reserve requirements can be used to eliminate any 
remaining inequality. 

We believe the general time frame for implementing pricing, as con- 
tained in S. 3304, is reasonable. The 1-year delay between publishing 
a fee schedule and pricing guidelines, and the implementation of actual 
pricing provides sufficient time to adequately comment on the pro- 
posals, as well as plan for the implementation of pricing. Also, the gen- 
eral list of services that are included in the pricing proposal under 
various plana — coin and currency, check collection, wire transfer, 
ACH, net settlement, security safekeeping, and new payment serv- 
ices—encourages competition by private sector firms in most cases. 

Bank of America endorses a method of pricing which reflects not 
only the direct and indirect costs of the Federal Reserve, but which also 
includes an adjustment to reflect business income taxes and an imputed 
return on capital. The largest 15 bank holing companies in the United 
States, over the past 5 years, averaged a return on equity of 12 percent 
and paid taxes at the rate of 53 percent of before-tax income an a tax 
equivalent basis. These figures should serve as benchmarks for the 
Federal Reserve in developing its pricing proposal. This approach 
helps to insure that the Federal Reserve prices in the same competi- 
tive manner as a private firm. Explicit language in the legislation 
is an even better guarantee that the Federal Reserve does not unfairly 
underprice private sector competitors. The Federal Reserve's idea of 
"providing a basic level of payment services" implies that the public 
welfare requires the Federal Reserve to subsidize a given level of pay- 
ment services. In the absence of any proof that the private sector 
will not provide payment services at reasonable costs to all institutions, 
the Federal Reserve should price on a purely competitive basis. 

If truly universal reserve requirements are enacted for all institu- 
tions, Bank of America supports open access to all reservahle Federal 
Reserve services for all institutions, including use of the discount 
window. Such universal reserves could be used for check (or transac- 
tion instrument) clearing accounts at the Federal Reserve. If all insti- 
tutions are not subject to universal reserves, we do not support open 
a^*cess. Legislation that provides access for services based wily on ex- 
nlicit Federal Reserve pricing or based on explicit pricing plus clear- 
ing accounts (S. 2595) does not provide for competitive equality. In 
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such an eventuality, member banks would still canr a di8propoTti<Hi- 
ato burden by virtue of their reserve requirements. There would remain 
the problem of unequal treatment for institutions having equal powera. 



Bank of America believes tirmly iii the principle of equal treatment 
for equal powers. To promote that principle, we strongly endorse uni- 
versal graduated reserve requirements for all sizes of aepositoiy insti- 
tutions offering financial services and all types of accounts held. Un- 
equal burdens oased upon the size of a financial institution should be 
elmiinated by adopting graduated required reserves once universal 
reserves are accepted. Both the payment of interest cm required reserves 
and pricing for Federal Keserve services are supported as a means of 
promoting competitive equity. Additionally, the pricing of services in- 
sures a more efficient allocation of economic resources. To do less than 
establish complete competitive equality among financial institutions is 
inconsistent with the whole concept of democratic government and the 
fundamental ethical foundation of our society. 

Also I would like to comment that I was somewhat concerned by your 
observations, Senator Proxmire, about food stamps for bankers and 
things like that. I have always respected you as a very ctHuprtent 
economist, but I don't think you followed the analysis all of the way 
through. 

If you pay interest on required reserves, and also open up the systun 
to greater competition, there is no reason why banks or any other 
financial institutions sliuuld have any windfall profits as a result of this 
system. As a consenuence I think you would find enhanced c<»np^ition 
and you would find banks passing those earnings on required reserves 
through to the customer, the general public. I think this would work 
in the best interests of all. 

The Chairman. You could say that if you just abolished taxes, too. 
If nobody had to pay any taxes, you would have the same effect. 

In view of the fact that bankers pay something like 17 percent of 
their income in taxes compared to 34 percent for ouier corporations, it 
is pretty hard to see why they should nave a tax cut under the present 
circumstances. 

Mr. Prussia. If the tax cut is passed through, we have gene 
through 

The Chairman. If it is passed through, I would agree, I would like 
to abolish corporate income taxes. I l^ve proposed thai: for the last 
couple of years. The New York Times, which is a liberal publication, 
also favors the abolition of corporate income taxes. But we don't have 
it, under present circumstances if you are going to have any kind of 
equity, it is hard to justify having a situation in which the banks have 
this advantage and now we are going to give them this kind of a tax 
reduction, r""'' *' -■■'■ 

advantage,! 
proposal. 

Jar. Prussia. Advantage in what form 1 

The Chairman. Your reserve requirements would be greatly low- 
ered, so the burden of your reserve requirements would be lessened. 

Mr. Prussia. There is no reason why reserve requirements shoidd be 
as high as they are. 



mtage and now we are going to give them this kind of a tax 
1, particularly in view of the fact that you are getting an 
je, but even without that, if you accept the Federal Reserve's 
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The Chairman. That's right. They would be lowered under the Fed- 
eral Keserve proposal, and under the House Banking Conunittee chair- 
man's proposal. So you would benefit that way. You fellows want 
evei^thing. I d(»i't blame ^ou for wanting it. I would if I were a top 
official of uie biggest bank m the country. 

Mr. Pbussia. The point I am trying to make is that it doeen't mean 
our profits will be enhanced as a consequence of all of this. If you tie 
these two concepts twether, a lightened reserve burden and encourag- 
ing comp^tion (and we dont current have as much competition in 
tlw financial intermediary process as there should be), you will pass 
the benefits accrued to the banks through to the general public and 
everyone will benefit f rwn it. 

Mr. Chairman. As I say, I believe in reducing taxes veiy vigorously, 
as well as cutting Fedenil spending everywhere I can. It would just 
seem to me under present circumstuices to reduce taxes further, when 
they are already as light as they are, the case is not quite that stitmg. 

Ml'. Prussia. Well, I have g(Hie over my time. 

The Chairman. Mr. O'Leary, it is good to have you back before the 
committee. 

Mr. O'LsABT. Senator Proxmire, it is a privilege and pleasure to be 
here. Let me say by way of introduction, I am accompanied here today 
by John Lee^ who is executive vice preeident of Xew York Clearing 
House Associaticm, and if there are questions that you have that may 
relate particularly to the operatiim of that instituticm, I am going to 
let him field them. 

The Chairman. All right. 

STATKHENT OF DB. JAMES O'LEAXT, VICE CRAISMAJS, U.S. TBUIBI 
CO., HEPSESEHTIKa THE HEW TOBK CLEAEIHa HOUSE ASSOd- 
ATIOH, ACCOHPAHIED BT JOEH lEE, EXECUTIVE VICE FEESI- 
DEHT OF THE HEW TORE CLEAEIHa HOTTSE ASSOCIATIOH 

Mr. O'Leary, My name is James O'Leary. I am vice chairman of the 
U.S. Trust Co. and I am appearing today as the spokesman 
for the Xew York Clearing House Association. I appreciate this op- 
portunity to discuss S. 3304, a bill which ctNnes close to resolving the 
ersistent Federal Reserve System membership problem. I believe the 
^^alation can be improved, however. 

The first priority of any pro^rram directed toward solving the Fed- 
eral Reserve's membership problem should be a reducti<Hi in the levels 
of reserves within the present statutory ranf;es. That can be done by 
regulatory action, and the Board of Ciovemors should do so. Statutory 
ranges should also be reduced. Interest should be paid on the remaining 
reserves pegf^d to a market rate index and the Fed should fully price 
its services. We believe universal reserves for all depositoiy 'financial 
institutions can only be acceptable if the total problem is addressed in 
that manner. 

We believe that the Federal Reserve Board could discharge its re- 
sponsibilitjes with significantly lower reserves than are now imposed on 
transaction balances and with no reserves on. time depoBita. Other na- 
tions have much lower reserve requirements. At an appropriate point 
in the eomomic cycle the Board should act to reduce reserves to the 
lowest possible leveL Present reserve requirements ccmstitute an undue 
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fin&ncial and competitive burden — much like a tax — upon m^nber 
banks of the Federal Beaerve System and upon their customers. This 
burden is not distributed equitably. Tliat, clearly, is one of the reascms 
why banks are reluctant to apply for membership in the System and 
why many banks have chosen to leave the Svstem. 

We urge the Congress to reduce all of the statutory ranges. SeotJ(» 
103 should provide a lower range of 5 percent instead of 7 percent. But 
even more important, we urge acticm by the Federal Seeerve to reduce 
the actual requireanenta imposed on member banks. This would be the 
simplest, most immediate and most direct means of reducing the mem- 
bership burden. Differences in reserve requirements based upon insti- 
tutional type or size are unjustifiable and should be removed. 

When we were before you last October discussing the Fed's role in 
the payment mechanism, we mentioned the incongruity of the eixisting 
Federal Reserve arrangBment. Services are provided without ooBt to aU 
depository finuicial institutions, but they are paid for by those banks 
which have joined the Federal Keaerve System. Section 106 of S. 3304 
would addrees that daw by requiring the Fed to price its services. 

After the burden of membership has been significantly reduced by & 
reducti<Hi in reserve requirementa the means by which the Federal Re- 
serve System provides services should be placed on a rational footing. 
Section 106 trf this bill requires the Fed to proceed expeditiously to- 
ward t^t objective. Explicit charges should be imposed for each serv- 
ice offered by the Federal Reserve System and those charges should re- 
flect all the System's expenses, including the cost of capital funds un- 
ployed and taxes. These pricing schedules oould be designol to take 
effect after a reasonable transition period. But as and when effective, 
such explicit pricing schedules for Federal Reserve System services 
should be based upon principles of equity and fairness. 

Without an "unbundled" pricing structure, private financial institu- 
tions cannot compete. The public sector should not olfer its servicee in 
such a way as to prevent private institutions from demonstrating thur 
^ility to provide such services more cheaply. 

Without the discipline imposed by explicit prices, many inefficient 
practices are encouraged or condonsd. The growth of paper checks pro- 
vides an example of an encouragement toward inefficiency. In the dec- 
ade ending in 1977 the numbers of checks processed by the Federal Re- 
serve rose at almost a 9% percent annual rate. Against other measures 
of activity during the period for example, constant-dollar GNP or in- 
dustrial production) this appears to be a relatively rapid growth rate. 
That impression is reinforced by the knowledge that the growth of 
check issuance undoubtedly would have been impeded had check issuers 
been subjected to the costs of Federal Reserve processing. Without 
pricing as an inducement to change payments methods, the benefits of 
now technology in the long-delayed leas-check era will continue to be 
slow in coming. 

Tbe direct and indirect costs to the general j>ublic of funds transfer 
inefficiencies are undoubtedly sizable and certamly cc»nplex to estimate. 
The Federal Reserve itself has estimated ceitam costs of providing 
these services at around $250 million for 1977; the proportitmate share 
of geneml administration and support would raise this figure to $300 
miUioD. Eeven this amount does not include private-sector equivalents 
of taxes and rebim on investment which need to be reflected in the 
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Federal fieeerve's fee Bchedule. In any event, the total coBt of provid- 
ing these free serriceB by the Federal Beeerve in 1977 seems to have 
been at least $300 million; if priced <mi a basis equivnJent to that of 
private sector firms, the figure could. poEsibly be considerably hig'ber. 
In addibioD, the Federal Reserve System daily absorbs a reported $5 
billion of float for checks not presented within the time period that 
funds have been credited to the depositing member. At an annual inter- 
est rate of 6 percent, this account for an additional $300 million in ez- 



Tbis is only the beginning, but even this very rough calculation 
raises the question oi frhether the operating services furnished are 
really "worth" $300 mililon or so. The answer cannot be known because 
the services have not stood the marketplace tost. That is, users have not 
been required to establish a cost/benefit calculus for existing Federal 
Reserve services in comparison with alternative modes of funds han- 
dling having alternative cc^ts. An explicit pricing system would 
furnish evidence on the question of how much is being wasted by cnr- 
rent practices. 

Once total reserves have beui reduced end a pricing schedule has 
been developed and implemented by the Federal Reserve System, banks 
holding reserves at the Federal R^rve should be paid interest on their 
reserves. This would be the only fair aid equitable procedure, llie rate 
of interest paid on such reserves should be pegged to a market rate in- 
dex. Under these conditions, the impact on Treasury ravenuee would be 
small if the tax effect of such payments is cmisiaered as well as the 
recovery of operating costs by pricing Federal Reserve services. Such 
modest compensation, in exchange for what have heretofore been sterile 
balances held on deposit with Federal Reserve banks, is far removed 
from the recently headlined "windfall" returns predicted for mem- 
bers banks. 

Secti<Mi 301 of the bill now before you provides for payment of intra^ 
est on reserves. That payment should be calculated ji^ as realistically 
as the cost of sei-vices is calculated — at the actual cost of money. 

We favor the phase in provisions provided for present nonmember 
institutions by section 1(H. In our judgment they could even be ex- 
tended to 4 years instead oif 3 to make the transition less abrupt. 

In oonclusion, wo cmnmend the Congress for addressing the problems 
of Federal Reserve pricing and the role of Federal Reserve reserves. 
These issues are likely to Decome increasingly critical in influencing 
banks' ability to remain etfective financial intermediaries in the years 
to come. It cannot be emphasized too much how critical it is to put the 
pieces together in the proper order. Reduction of reserve leve& is by 
for the most important step; it should come first. Unbundling and 
pricing Fed services and the payment of interest on reserves logically 
follow. In all these measures equal treatment dioold be a central ele- 
ment. To impose higher burdens on some institutions rather than othen 
is to diBcriminate against the custtMuers of those institutions and there- 
by to encourage the develoiHuent of less efficient alternative sources of 
financial semces. 

The Chaibscan. Dr. Oljeaiy, do you agree with Chairman Miller 
that the issue of memberahip with respect to monetary policy, member- 
Bhip in the Federal Reserve, is not as essential as it used to be regarded ! 

Mr. O'L&utY. The issue of membeiship is not as essentialf 

r,.iii,-j"-;. V- it.n.i>,;n_ 



The Chairman. Is not as Meential, given the poesibilitiee of provid- 
ing say universal reserves ? Would you a^ree witli the preceding expert 
witnesses, who indicated thnt the membership problem as far as nuHie- 
tary policy is concerned, would no l<Higer be relevant if you had uni- 
versal reserves. 

Mr. OTjeakt. Provided they were universal reserves. I would think 
the membership problem per se is not the heart of the matter. The 
heart of the matter is the fact that there are reqqired reserves for mem- 
ber banks in the Federal Reserve System, and there are not equal re- 
serves required for other financial institutions. 

The Chairuan, Would you also agree with Chainnan Afiller that 
that is an inequitable situation ^ 

Mr. O'Leabt. I think that is a very inequitable situation. Let me add 
<me little additional piece of information which I think might have es- 
caped Sfnne or at least two earlier witnesses, from the academic field. 

One of the things .that has come to my attention is that the whole 
question of deposits has spread into the life insurance companies. In 
effect today life insurance companies are selling contracts of a sort, 
which are really time deposita It shows how amipetitive this whole 
process of deposits has spread through the whole system. I dtrnt think 
that is recognized. 

We have recognized the fact that technology and competitive pres- 
sures have brought in the XOW accounts and brought in share 
drafts 

The Chairhan. Is that really new ! Didn't you have insurance com- 

?anies involved one way or another on the periphery in this already! 
sn't that the answer? In spite of this, the banks have grown very 
rapidly, grown more than the econtony as a whole has, ai^ they seem 
to have done an excellent job- 
Mr. OTiEARY. I think what you are saving is, Havent there always 
been policy loans, haven't there been funds left unsupplemented in 
contracts with insurance companies that have paid interest ? 

But there is a new development. And that is that in the last 15 
years, the name of the game for a financial institution, including life 
insurance companies, is to be a full financial service type of an oi^- 

nization. This has affected the insurance companies as well 

Tie Chaikuan. Of course the insurance companies would turn 
around and say that two can play at thai, game as well as one. You are 
playinc: their game, too, yon are homing in on their operations in th^r 
view. They may be wrong about that, not only with credit life, but in 
a number of other areas, you are becoming quite competitive with the 
insurance companies. 

Mr. O'Learv. Don't misunderstand me, I am not casting a stone at 
the insurance companies. All I am saying is that when we recognize 
that there are transaction balances out there now in the hands of non- 
commercial banking institutions, we better not forget that possibly 
there are some transaction balances in the hands of life insurance com- 
panies, too. It has spread that broadly. 

And it makes more difficult this whole question of being able to re- 
late effectively to the money supply ; it is complicated by the feet that 
not only a transaction balance has spread to other types of depository 
institutions, but they have snread even to types of in8tituti<nis that we 
dont ordinarily think of as being depository in nature. 
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That is just a little additional conplicatitHi. But I think it should 
be recognized and be recognized as part of the fact that as Mr. Pruada 
indicated, the financial system is extremely competitive and the com- 
petition is not only just between the banks themselves, but it is ccHn- 
petition between a wide range of other types of financial institutions. 

The Chairman. Mr. Prussia, as Chairman Miller pointed out, no 
other central bank has to worry about the membership problem. And 
it seems rather unfortunate that in this country the membership prob- 
lem should color monetary policy at ail. It shouldn't have anything to 
do with it. It tends to distort it to some extent. 

For that reason, isn't the fundamental answer — I know you favor 
this among other things — but isn't the fundamental answer to this 
universal reserves ? 

Mr. PRt7S6u. Absolutely. I think you have to go back and look at 
the history of how this whole system evolved, the point I was making 
in my testimony. 

When the Federal Reserve Act was passed in 1913, the commercial 
banks were by far the dominant part oi the financial intermediary as- 
tern. I don't remember the exact number anymore, but I would say 
somewhere in the neighborhood of three-quarters of deposit balances 
were carried in those banks. Other types oi financial institutions were 
virtually insignificant. 

So it was logical to organize a system focusing on conmiercial banks, 
focusing on required reserves for commercial banks. That system made 
sense at that point in time. And partly because member commercial 
banks have been shouldering this burden of carrying reserves at a high 
level, other types of innovative financial syst^ns have grown venr 
rapidly. In spite of the fact that our growth has been reasonably ^ood, 
we haven't grown as fast as other types of nonbank thrift institutions, 
because they don't shoulder the same Kind of burden. 

The CBAmuAN. Whether we created it or not, we greatly enhanced 
the emphasis on housing and on trying to channel money tnrough the 
savings institutions into housing. As you know the a. & L.'8 have 
pretty stem restrictions on where they can invest their money. It is 
begriming to be modified and changed a little bit, but it is relatively 
limited. You don't really have substantial competition from the 
S. & L.'s, although they are very big in California. Your competitioD 
is with commercial banKS, is it notf 

Mr. Pbussia. No, sir. It is the S. & L.'s as well. We have nearly $1S 
billion in consumer savings and time deposits on our books, we have 
nearly $6 billion in single family residential home loans on our books, 
and we have almost $6 billion m consumer credit on our books. We 
have an additional $1^ billion in real estate loans we have sold 

The Chaibmak. They could say, in spite of historical developments, 
they could say you are competing with them^ too, because that is all 
they are allowed to do, and you are moving into their territory. Xot 
that that is not good, that is good vigorous competition. 

Mr. Prussia. Yes; this is uie point I think we ought to all be able 
to compete equally with one another. 

The Chairuan. I think that is right. When you have similar kinds 
of financial operations, then I think you ou^^t to have similar rules. 
But I think tne universal reserves ought to apply to transaction ac- 
counts, transaction accounts ought to also be perceived as being in 
some of these other institutions. 
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Bfr. Psnasu. And savings depoeits. There is no reascm they ought 
not to be regulated in the same manner. 

The Chaibican. Mr. OTieary, you said universal reserve require- 
ments for all depository institutions is acceptable only if reserve re- 
quirements are reduced, and a market rate of interest is paid on 



You are really asking for the moon. That would be a $li^ billion 
pud out to the banks on their reserves, plus a reduction in reserve re- 
quirements. So that as Mr. Prussia said, this wouldn't really 
help the banks, this would be passed on to the consumer. It would 
eventually, but there is a lag here, and you can live on your lag quit« 
a whUe. "niis would enhance profits for a short period of time at least 

After all, in the first place, the benefits would be exactly equal, be- 
cause the burdens are not equal now. The ben^ts would oe to those 
who made the greatest sacrifices in the past, with the big bonks, the big 
conunorcial banks benefiting by universal reserves being reduced and 
interest being paid on the reserves that remain. That' would enhance 
the profits of both your institutions greatly, all of the clearinghouse 
banks in New York and the Bank of America in the short run. 

You say in the long run — well, I guess John Maynard Keynes said 
"In the long run we are all dead." But in the short run, you would live 
off the fat of the land. 

Mr. Prussia. No, sir, the competition would eliminate Hat very 
quickly. 

The Chairman. I don't know about that. 

Mr. OTjEast. I welcome that sort of question you were asking me. 
May I comment cmi it, because I think there were a numbar of things 
said here today that need to be commented upon. 

One is how profitable is the banking system. There seems to be a 
tone here that the banks are already quite profitable. 

The Chairman. They are not profitable enough, I agree, they should 
be more profitable. 

Mr, CVDeart. I would venture before 2 years are out, you will be 
holding hearings on the adequacy of hank capital. 

The Chairman. That's right, I was going to put it that way. We have 
already held hearings on tt^, we are very concerned about it. There is 
no question that bank capital is inadequate, I am not so sure that is the 
w^ to solve thatproblem, though. 

Mr. OTjEart. But when you talk about windfalls and asking for the 
moon, I think you have to ask that question, have t^e banks been able 
to build the capital base to carry out the necessary functions that t^ey 
have in this country ( I think with tha economy growing in current 
dollar terms as fast as it is, I think one of the real (Questions that this 
committee is going to have to face is where is the capital going to ctxne 
from to provide the banking system to have the ezpansitHi it wiU need 
to carry out that function effectively. 

There are indications that there is an inadequacy of bank capita at 
least some people view it that way, and there is some cmtroversy over 
this. 

The Chairman. Hus is shocking, there is no questicm ftboat it, 
whetlier Arthur Bums is right or not in having a rule of thumb of 
capital being 8 percent of deposits. Bank of America has about 8-per- 
cent capital m relation to its deposits 
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Mr. Pbitssu. Over S^^ percent capital to aseets [Four and a half per- 
cmt capital to deposits]. 

The Chairuan. That still is grossly inadeqaste. The 10 Mggest 
banks in the oountry hare capital ratios of about 5 percent. So in 
guieral there is no queeti<Hi that capital is inadequate. 

That, doesn't mean we should follow a policy now that will enridh 
you overnight at the expense of the taxpayers. 

Mr. OliEABT. But let's go a little beyond in tenns of schub of the 
tliingB that were said earlier. 

The Chahuun. Maybe you shouldn't grow quite as fast. 

Mr. OIaast, One of the reascms why commercial banks have been 
paying relatively low taxes is because of heavy inveBtment in tax- 
exempt bmids. 

Xow frankly my own feeling is that there may be some serious 
que8ti<m about tax-exempt bonds, but the fact is that banks aooept 
lower returns on those tax-exempt bmds as a trade-oS for the fact that 
it reduces their taxation. 

The Chaibman. You are bringing tears to my eyes. Boy, lower re- 
turns; 6 percent return. I just bou^t scxne myself. You can get about 
6.2 percent, perfectly safe, tax exempt. You put in a million dollars and 
get $60,000 back, and don^ pay a dime of tax tm it. A' banker lite 
yourself, you can put in $100 million and get $6 milli<«i back and pay 
notliing in taxes, zero. 

Mr. O'liBABT'. That is right, 6 percent versus 9 peromt of prime loans 
and 9 percent on Imif-term corporate b<Hida. So there is a sacrifice in 
yield that is being ta&en there to take advantage of the tax exemption. 

The same thing is true, some of that lower tax base is based aa. 
leverage leases, tt^ing advantagee of the iuvestmuLt tax credit Well, 
Congress has created Uie investment tax credit, and if it has an invest- 
ment tax credit, the way I look at it 

The Chairman-. I am not so sure that is such a big bcHianza for the 
banks. Every other corporatimi can take advantage of it, and does. 

Mr. O'Least. Then I would go another step, ana that is to say that 
I dont think there is adequate realization of the extent to which the 
reserve requirements enter into the cost to customers out there. 

Mr. Prussia made this point, it was made in the earlier discussion. 
But for example, it has been, it is bec(»ning less common, for txirponr 
tions to pay for loans under lees than full pricing, let's say, in terms of 
the iiiterest rate, witii compensating balances. 

Any bonk in calculating the value of that compensating balance, 
deducts out of there the increased reserves that will ccHne frmn that 
ctmnwnsating balance. 

Tiie Chaikman. I couldn't agree with you mote. Part of what we are 
trying to propose here is that we explicitly price these services, and that 
we provide not only interest — that was my next question which I might 
address to Mr. Prussia. Why not, on interest on reserves, wait for a 
bill we hope to enact promptly to permit interest to be paid oa demand 
deposits. Then you have interest paid on correspondent balances, ex- 
plicit pricing of the services provided, and you have a far more com- 
petitive system, dynamic system, and more efficient system. Because you 
would have the premium paid on who can do the job for the lowest cost > 

Mr. Prussia. We certainly wouldn't argue with that. We think 
broad-scale reform would be the better way to go. 
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The Chaibhan. The fundamental question is why shouldn't in- 
terest on reserves await the enactment of, or the repeal of, the pndiiln- 
tion of interest on demand deposits? 

Mr. Prussia. That is logical. We just think this is a case for equity. 
If you could do all the reforms at once, it would produce a much better 
aystem— better competition, more equitable, all of those things. But if 
reform has to be done in stages, I would agree this would be the way 
to go about it. 

The Chairman. You see, it is a quid pro quo. If we pay interest on 
reserves, the banks want that, but interest on demand deposits, some 
bajiks— your bank might perhaps recognize and perhaps Mr. CLeary's 
bank — but many many of the smaller banks in my state and I sus- 
pect around the country are opposed to that. They consider that to be 
something that would cost them money, reduce their income, and be 
ven diffioilt for them. 

So that we have to put that package together, it seems to me, if we 
are going to have a logical comprehensive change that makes the whole 
system more competitive. 

Mr, PsDSBiA. Bight. I think universal reserve requirements are 
most important. No. 2, reduction in reserve requirements would be 
important. No. 3, would be eliminating some of the inequities which 
are not covered in this legislation, like the quarter percent differential 
in regulation Q. This would be the type of thing that would enhance 
competition, and improve the system all around, as well as permit the 
Federal Reserve to do a better job of monetary management. The other 
things, if they cant be done all at once, we would say they have a 
lower priority. 

The Chairuan. Mr. Oljeary, you said the Federal Reserve's float 
is about $5 million daily, and a 6-percent interest, and $300 tniUicm 
additional expenses are both by the Federal Reserve, Who benefits 
from that $300 million expenditure by the Federal Reserve! 

Mr. O'Lkart. What it does is through the banking system as a whole, 
that float increases the availability of funds for the system. 

The Chaibman. So the banking system as a whole benefits from that 
$300 million t 

Mr, OTjEart, Yes, sir. Incidentallv let me say 1 agree generally, 
person^ly, and I think probably the clearing house ban^ wmild anee 
with the idea that if there were payment oi interest on reserves, Uiat 
it would be appropriate to have payment of interest on demand de- 
posits also. On all transactions balances. So that I dont tliink we have 
any great quarrel with that. 

The Chaikhan. Is your proposal that the Federal Reserve charge 
for float indirectly by countmg it as a cost rather than directly cliBrg- 
ing the banks that now benefit directly from the float ! 

Mr. OTjeakt. I would think that logically, this being <me of the 
services provided by the Fed, that that would be subject to some E^>ecific 
service charge. 

We think of it as a service being provided, having a cost; Ic^cally 
then there ought to be some service charge for it. 

Tlie Chaikman. To get back to the broad necessity of competiti(m. 
Mr. Prussia, you said in your statement that institutions such as fi- 
nance companies, securities brokers, mutual funds, accept deposit 
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equivaleiits from their customers. You argue they should be subject 
to reserve requirements. 

I might agree with that. Does the deposit-taking characteristics of 
t^ese firms impair the Federal Keserve'a ability to implement monetary 
policy, in your yiew ? 

Mr. PsnaaiA. To the eztratt that they represent an increasing pro- 
portion of the total system, yes. 

The CiumAfAN. Is it at a stage now where you think it has a sig- 
nificant e£Fectf 

Mr. Prussia. There are all manners of degree. But I think in a 
universal reserve requirement system, your criteria ought to include 
all deposit-like instruments and not confine yourself to those offered 
by the four principal types of financial intermediaries. 

The Chairuan. I think that might be practical provided you had 
a sufficient level of exemptions, so that you wouldn't have to try to 
administer eve^body. 

Mr. Prussia. Yes, sir. 

The Ghairiun. If you had a $35 million or a $50 million exemption, 
that might be practical. 

Well, gentlemen, I want to thank you for your testimony very much. 
It has been a very interesting morning for me. 

Mr. Prussia. May I make one more comment, Senator J I can't leave 
it on the record your statement that Bank of America is undercapital- 
ized. I think I could debate that with you, and I would lil^ to have 
the opportunity to do that with you sometime. 

The Chairman. Opportunity to do what I 

Mr. Prusbu. Debate the capitalization question. 

The Chairman. You think you have ample capital 1 

Mr. Prussia. We are a well-run institution, we have) a good record 
and I think we can stand on our capital. 

The Chairman. In that case, you dont need any of these benefits 
here. We are concluding this testimony by saying interest on reserves 
shouldn't be necessary to enhance the capihil of banks. 

Mr. Prussia. I think we sliould have universal reserve requirements, 
obviou^. That doesn't affect the capital issue. 

The (jHAiRMAN. All right. The committee will stand adiourued. 

[Thereupon, at 12 :10 p.m. the hearings were adjourned.] 

[Additional material received for the record follows in the 
appendix.] 
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factor in faulty monetary policies during much of the period 
from 1965 to 1975. The contrary view, in fact. Is widely 
held by a number of monetary observers from outside the 
Federal Reserve System, and by some from within the System. 
Declining Federal Reserve membership. If it Is a problem, 
is primarily of a practical political-constituency nature. 

The Fed has long sought universal reserve-setting power 
over depository institutions on the grounds that it is 
essential for its monetary policy role. There have been a 
number of studies on this issue. Many of the studies have 
reflected views contrary to those of the Fed. Several such 
studies were listed by then Chairman George LeMalstre of the 
FDIC in his testimony before the House Banking, Currency and 
Urban Affairs Committee on August 4. 1978, relative to 
H.R. l£70e and related proposals. 

CSBS, In 1974, commissioned a study which was conducted 
by Professors Ross K. Robertson and Almarin Phillips. The 
study entitled. Optional Aff 1 1 iation With The Federal 
Reserve System For Reserve Purposes Is Cons1stent~ffTth 
Effective Monetary Policies , concluded that: 

Major monetary policy weaknesses have been 
revealed in the recent past, and a prudent 
person should anticipate more in the future. 
Optional affiliation of some banks with 
the Federal Reserve for reserve purposes, 
however, cannot be considered high on the 
list of factors contributing to these 
weaknesses, if eligible at all for 
inclusion. 

The proposal for compulsory universal affiliation for 
reserve purposes is without redeeming merit from a national 
interest standpoint, and Congress very wisely has con- 
sistently rejected such proposals in the past. 

Levels of Member Bank Reserves 

S. 3304 would establish ranges of required reserves 
for all transaction accounts, and for time and savings 
deposits. Numerous proposals as to levels of reserves 
have been made to Congressional Committees in recent weeks. 
The Conference has not opposed lowering reserves for member 
banks. CSBS, in fact, has consistently expressed the view 
that such action of lowering reserves for member banks be 
taken by the Fed. 

The so-called reserve/membership problem, largely or en- 
tirely could have been solved by the Fed unilaterally, or with 
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readily acceptable statutory changes long ago; and the Fed 
could still do so MUh relatively moderate reductions In 
member bank reserves. The amounts of reduction needed are 
not subject to statistical precision. Data developed by CSBS. 
plus observations of the marketplace, however, suggests that 
reserve reductions averaging one to two percentage points on 
total deposits of banks not heavily Involved In correspondent 
banking would be adequate to halt most withdrawals caused by 
high reserves. The Federal Reserve Board should be urged to 
pursue such readily available solutions to Its so-called 
membership problem and withdraw from efforts to gain more 
and more power over more and more financial Institutions 
with power an apparent end In Itself. 

Such action can be taken without the wide-sweeping pro- 
posals Incorporated In S. 3304 and without adversely Impacting 
on the Fed's ability to discharge Its monetary policy respon- 
sibilities. 

This statement will not address itself to the question 
of which liabilities should have lesser or greater reduction 
In reserves, nor to the question of levels of reserves for 

member banks which likely will not consider withdrawal; 
e.g., banks heavily involved in correspondent banking. The 
Conference respectfully requests the opportunity to comment 
on these issues should It appear appropriate to do so at a 
later date. 

Positive Aspects of Withdrawal Pattern 

The Fed withdrawal pattern has positive qualities. 
Withdrawals to date from the Fed have strengthened the abil- 
ity of the private correspondent banking system to serve the 
thousands of communities of our Nation. As banks have with- 
drawn reserves from the Fed, nearly all such banks have 
allocated part of their new-found liquidity to help pay for 
more private correspondent services. By contrast. Fed pro- 
posals for compulsory universal reserves would economically 
force transfers of funds from the privote correspondent 
banking system Into the Fed System. This would have the adversf 
tendency to socialize our Nation's 1nter-bank system and 
would also do so concealed by indirection rather than by a 
revealed proposal. 

Additionally, the withdrawal pattern has built-in limita- 
tions. There Is a floor below which membership will not fall. 
That floor is established by the fact that a large proportion 
of the remaining member bank assets are now in banks that 
enjoy net benefits from membership. Membership In the System 
usually Is one requisite to a dynamic correspondent banking 
operation by individual banks. There Is a strong relationship 
between Fed membership and correspondent banking services. 
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Those banks that are heavily Involved In the correspondent 
banking business tend to retain membership In the Systen. 
Only a few which have withdrawn froia the Fed are heavily en- 
gaged In correspondent banking. Thus, even If nenbership 
close to the present level Is significant from Monetary policy 
or public Interest standpoints, and the Fed has not deiian- 
Strated this to be the case, there Is a floor which will assure 
that a Majority of cominerclal bank deposits remain In Fed con- 
stituent banks. 

Fed Access to Data 

The Conference believes that the Federal Reserve 
Board should have ready access to statistical or other 
data froM nonnenber banks or other depository Institutions, 
which subject Is addressed In Sec. 103 of S. 3304. However, 
the Conference believes there should be a demonstrated 
need by the Fed for data which Is essential to carrying out 
Its monetary policy responsibilities. While CSBS and others, 
notably the FDIC, have cooperated with the Fed when a need 
has been shown to exist for such data, the Conference believes 
that each request for data from a bank should stand the 
test of cost-benefit analysis. The Fed should not have 
the unrestrained right to any and all data It might request. 
or In the form It might request same. Experience suggests 
that such authority could likely violate cost-benefit 
principles. 

Sumwary Cowwents 

In summary, CSBS believes that compulsory universal 
reserve requirements should not be vested In the Fed or In 
the Congress. Available evidence does not support this 
action as necessary for the Fed to carry out Its monetary 
policy role. Optional affiliation with the Fed Is consistent 
with sound monetary policies and should be retained. In 
addition, there Is a serious question as to long-term effects 
of universal reserve requirements on the dual banking system. 
If all banks were forced to establish their reserve policy 
In accordance with the dictates of the Fed, many banks ulti- 
mately might convert to national charters. If for no other 
reason than to get rid of one regu1ator--the State Bank 
Supervisor. Should this occur, the state banking segment 
of the dual banking system could become virtually meaning- 
less, a development which we cannot believe the Congress 
would support or encourage. 

CSBS believes that the reserve-setting concept suggested 
in this communication by the Conference would more than correct 
any inequities that might now exist between groups of member 
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and nonmember banks, would halt withdrawal from the Fed, 
and would permit effective monetary policy. At the same 
time, with states retaining the authority to determine 
reserves for state'Chartered nonmember banks as at present, 
this would avoid the possibility of damaging the decentral- 
ized banking structure. 

Sincerely, 
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Hilton Fciedaan 

Paul SnowJen Russell Distinguished Service Profeisor 

of Econonlcs 

Jniversity of Chicago 

■nd 

Senior Research Fellow 

Hoover Institution 

(Stanford UnlversityJ 
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1. The Bost inportant desiderstim with respect to reserve requ 
savings accounts, and tine deposits so that shifts anong such deposit 

logical sense. One is zero required reserves. Simply allow banks to 

over prudential reserves they think appropriate. The second is lOO p 

quired reserves against transpctions accouni 

and with conpieta frecUon for banks to pay interest on such ai 

to require lero reserves against all other forns of accounts. 

2. It follows from what I have just ' 



s for no final 
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I cannot close without onphasliing the crucial importance under present 
stances of eliminating the prohibition of interest on dmand deposits and 
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would have develped the proliferation of ingeniou* techniques for getting 
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August 24, 1976 



Coitmittpe on Banking, Housing 

and Uiban flffsirs 
53CI0 Diikeen Senate Oftice Building 



S.T304, 1 
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Dear Senator 
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. not for profit member 



Interbank Card Asaociation if 
corporation conpoped of ovec 10,000 fir 

card progran. Interbank soon expects to implement a debit card 
program under the trade naine of "SIGNET". In support ot both its 
Master Charge card and SIGNET card piograms Interbank has established 
filchlY sophisticated electronic transmiEsion syBtems by which Inter- 
bank members interchange transaction information necessary to effect- 
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Civen whaC lE now a reality of the Fed's development 
of Inteneg ional ACIta ue welcome an appioach vhich leguireE pricing 
of Fedeial Reeerve services. However, we urge that Congress speak 
further to the question. Our review of the letter published in 
the Congressional Record of July 14 to you from Chairraan niller 
raises for us fundamental and ponderous questions which we believe 
Congress must now address in legislation In order to appropriately 
and eiplicitly direct the Ped in the development of Its pricing 
propositions. 

AS the legislative section 106 is presently composed, 
ConqieSE has delegated wholly to the FBB the responsibility for 
determining the content and breadth of its pricing doctrines. 
S.3304 is devoid of any Congressional statement as to the desired 
values which the Board should integrate into its scheme. Inasnuch 
as the priclna of Federal Reserve services undoubtedly will impact 
directly on financial institutions as well as the public at large. 
Congress should deliberate and offer a composite of factors to b« 
weighed and objectives to be attained in the endeavor. Interbank 
suggests that Congress cannot be silent but rather needs to give an 
expressive recitation of the elements to be considered in developing 
a pricing rationale to guide the Board in this pioneering and crltl- 

Specifically, in the creatl 
bank suggests that Conc^ress declare t 
services should be computed on a fully allocated cost basis Including 
all, and not merely a select few, services provided by the Federal 
Reserve, priced Individually. That is, Federal Reserve charges 
should be imposed on the total costs associated with furnishing each 
service. For example, start-up costs for developDent and maintenance 
should be computed and figured into the servics charges. This would 
work to stave off inadvertent non-ccnpetitive pricing activities on 
the Dart of the Federal Reserve and assure that charges are real- 
Left unchanneled by Congress, the Board may not price 
cost or below cost level. In fact. Chair 
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In concluding its intensiwe study into the tole of gov 
ment in electronic transfer of funds, the National ConmiBsion or 
Electronic Funds Transfer called for the assessnent of charges t 
Federal Reserve services 'on an equitable and fully allocated cc 
basis'. The ComniBsion explained the consequences (using as an 
exairple, ACH services) if such an approach was ignocedi 

"If the Federal Reeeiwe does not separately 
offer and price its ACH services on an 
eouitable and fully allocated cost basis, 
potential private sector competitors hHI 
be discouraged fton entering the market.' 
Chapter 14 pg . 21fi. 

Accordingly, Inte 
tively direct the Federa 
allocated cost basis. 

In the event Congress does not adopt a teouiiement of full 
allocation pricing, we urge your further consideration of how 
9 vill be scheduled particularly as they may be applied to anj 
aeration by the Federal Reserve. There are factors consideiec 
• Board's pricing thesis which our nembers find objectionable 
and without any compelling business or public policy justification. 
For example, we are puziled and concerned as to the meaning of Chei 
nan Miller's statement that charges will be asEessed 'by geographic 
' 'Ity, and class of work processed ... ' without additional 

roiume users) may be accorded a favorable price differential, in c 
>pinion, such would have an unreasonably disproportionate impact q 
:he smaller financial institutions which depend on Fed services. 

He also query here how the geographical distinctions will 
implemented (by Bank, Branch, or office area?) Also, may Fed 

Hore specifically. Chairman Miller concedes that it may be necessai 
for 'some offices' to revise thelc prices "to maintain conpetitive- 
ness'. But, with whom and how will this competitiveness be manifes 

prices in a given marKet area only to be subsidized by its higher 

subsidiiation-for-monopoly-aake. We submit this is not the direct! 
Congress would have the Board follow. 

fla an oroaniiation anxious to comoete with other pavmert 
delivery set 

ally government subsidized pricing 

liessional instruction otheiuiae the Federal Reserv 
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National Association of Mutual Savings Banks 
New York, NY. looi? 



The Honorable Hi 111 an Pnucsln 

ChBlraan 

Ccnmlttsa on Hacking, llousing, 

and Urtan Affairs 
United StaMi Seaate 
Waahlr^gton, D.C. £0510 

Dear Mr. Chaiman^ 
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In offerlne ttieae comeati, it Is appropriate to point out 
■arinea back Is a nenber of the Federal Reserve Syaten. 
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The Honorable William Proxmlre 



We believe that this position is consistent with effective 
Federal Reserve monetary policy. It Is difficult to Imagine any Industi^ 
more sensitive than savings banks to Federal Reserve policy, as witness 
the recurrence of aisintennediation and resultant cutbacka in toortgage 
lending activity at our institutions during periods of nonetary rortraint. 
Imposition of reserve requirements on transactions accounts are clearly 
unnecessary to make savinge banXs responsive to counter-cyolioal monetary 
policy and would merely add to current pressures on their earnings posi- 
tions, which are already mounting as a result of recent changes in 
Regulation Q deposit interest rate ceilings. 



S. Payment of interest on reserves held In any Federal Reserve 



3, Providing for pricing principles and a schedule of fees for 
Federal Reserve System servlees . We support the concept of providing for 
fees, unifonD for all depository institutions, for automated clearing 
house, transfer, settlement or other services offered by the Federal 
Reserve. The principle of uniform fees is espeoiolly iiportant as thrift 
institutions gain third party payment powers and as electronic funds 
transfer systems are developed and implemented. The availability of such 
services should in no wny be contingent upon membership in the Federal 
Reserve System. Access to the discount window is a major advantage for 
Syatsm members. If the costs of Federal Reserve ipembership are deemed to 
be excessive, appropriate adjustments can be made through payment of 
interest on reserves, as proposed by various legislative proposals before 
the Committee. 



1 hope that these comments will be helpful. 

Sincerely yours. 



Saul B.* Klaman 



byGoogIc 



STATEMENT BY 

BERKOARD M. ROMBERG 

PRESIDENT, PAYMENT AND TELECOHHUN I CATION SERVICES CORP. 



INTRODUCTORY COMMENTS 

My nam* 1> fismhard RomlMrg and I wn President of 
the Payment and Administrative Conmunications Cor- 
poration Mai its opcratins subsidiary, the Paynent 
and Teleconmuni cation Services Corporation. These 
corporations, also known as the Bankwire, provide 
wire transfer funds payment services to the banking 
industry, I appreciate this opportunity to present 
the BankWires views to the House Banking Connoittee on 
the need for equitable pricing of operational ser- 
vices provided by the Federal Reserve in the paynent 
syst«ns area. 

First, I will describe the organization and activities 
of the Bankwire as a private sector provider of elec- 
tronic funds transfer services. I will then discuss 
the effect of Federal Reserve activities in this area, 
coonentlng particularly on pricing and access. My 
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.□MHnt* h*r« will focui on that ■■jiHnt of the payncnta 
uehaniam ralated to wire trtnafcra. I will then dlieuaa 
our viaws on the leglalatlve proposal! being eonaidared 
by thia Comlttae, Uniting ny conBenta on thoaa aa- 
pacta related to the charging of aervlces provided 
by the Padaral Raaarva. 



The Bankwire la a privat* corporation organiiad aa 
a businesB eooparative to provide banka vlth low 
coat and efficient funda tranfar aervicaa for inter- 

bank paynieiita. It operatai a aubatantial coi^utac- 

I%a ftnlWiw tt a pKai 
baaed auitching ayateia tAitch, on an average day. ttoter bunatiM aaapan 

tibia pmidCr^ aipt tr^ 
handlcB IS, 000 eooDunicationa involving over 20 fw ttrviott to toiit*. 

billion dollara in paynanta, thui playing an iaipor- 

tant role in the natlon^a paynanta bechaniam. The 

BankMira's operations era financed coopletely 

through charges to its uaersi which are baaed on a 

standard fee of 60C par aaeaaga. 

AS a bualneas cooperative, the Bankwire la owned 

and nanaged by Ita aenber banke. All banka aalng 

Bankwire aarvieea are Banbars of the cooperative 

and have a voice In the Managanant of the ocganii- 

ation. Ita IBS Bambei banki are located in 36 atatas. 

over 901 belong to the Federal Reserve and there are tanhl/iTt mimbtnhip it 

opm to BKV financial 
■anbera in every Federal Raaarva Dlatrict. The deposit frutiCuCi^ proaiiing 

aasata of this Membership are in exceas ol 500 billion vioaa. 

dollara. or Bore than SO percent ol the natlon'a cont- 

swrcial bank deposits. Heabarahlp is open to any finan- 

n providing dapository banking services. 
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Tha saabers alaet ■nnually ■ Board of Diracton, 

Htto lEa alio aanlor oKloara of oanbar bank*, in 

auch a vay that thara is at laaat on* dicactor 

Iren aaeh Padaral Raserve Diitriet, tharaby atsui- 

ing nationvida EapEeacntatlon. Tha BankHlta'a torn 

of OE^aoiiatlon hai baan approvad by both tha Fadaral 

Kaaarve Board and tha Conptrollar of tha Curraney. nu SmMUrt tt iniit 

aUKMl, fiianotd I mm 
and its oooparativa atatua haa baan approvad by tha 

Intamal Ravanua Sarvice. H* wlah to anphulta 

that tha BankHir* ii Induatiy owned, industry fi- 

naoead, and industry nanagad, with nanbarihlp span 

to all financial dapoaitory inatitutlona. 

Tha BankHire of today and ita pradaeaiaor oiganlia- 
tiona have baen pcoviding wire tranafar larvtoaa 
■inea 1*52. BankHira I, an aato»atad ayatam, aarved 
tha banking Indnitry wall fioa l>tS until Hay of this 
yaat. In May, Bankwiia II, a najor naw cooputar-eon- 
■ninicationa ayitan want oparational and replaced tha 
pravioua ayatam. The apaelficatlona for BankHire II 

, ^ , , rlx BankUirm hat bam 
ME« devaloped by rapraaantatlvaa fron banka-latga „p„ati>^ .(«. WM. 

and SBall — fion all over tha country, Tha ayitan tUmal fn iby, l»?t. 
faaturaa nau typai of tranaactioni and faellitte* 

It Hill alio have a ilgnificant capability tor batch 
tranamiiiion, which can be uaad for intar-ACH (Jkuto- 
natad Claartng Rou**) taqulrananti aa veil aa direct 
batch conaunieation* batwaan BaiBbera. High tallability 
and affleiancy have baan achieved through the uia of the 

•ankNlts II rapraaanti a sajor coamitaant — over 10 
Billion dollara~by tha private lactor to provide 
for banking's currant and future needi in inter- 
bank payment 1. 
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n» r*a»t»l toacrv* afxcatas a labatantlal fund* 
tranat«[ ■yataB, 9*n«i*lly knawn •■ th* Fadwirc. A 
■ajoi—and rapldlr qroHioq-'Daa of thia ayit^ ia 
for third party i>ir« traoalara bamccn co^acrcial 
banka. Typically, tbaa* ai* traoafar* — ot payManta — 

■•da (roa oaa bank to anotlwr wbara the payMCnt ia fte rtdiirt, opantarf ba 

tht fmbnl llmnit, bk~. 

to b* ccadltad to tha aecouoc of a cuatoaar of tha „i,jtt third iwrcv viii 

tnamfwra in e^rvtiti^i 

racalvlDQ bank, tha >e called 'third party*. Pre- intd tlit ppiiuM itctor. 

llalnary rasutt* of BankWlra aurvaya abow that aucli party fLtdt B™/«r« 
third party tranafar* reptaaent the prcdoainant naa — u* c/ th* FaiMi. 
betwaan SO parcant and 10 percent — of tha Padwtra 
by eonoercial banks. Thaaa are transactlona Bade 
by banka on behalf of their cuatoipera and naad not 
Involve tha Federal Reaarva directly. The Federal 
Reaerva li thus providing aarvlcaa which are cob' 
parable to those which have been piovldad for aoDa 

t through the BanliHira. Furthemore, the 

Eral Reaerve la actively puraulng a prograa to 

ind the uae of the Fedwire for third party 
tranafara — tbaraby enlarging Ita role in an area 
already aarved by the private aector. 

i for ehargeai tha Fadvlra ia baaieally free to 
he banka that uaa it. There li a charge for the 
taiBilnal aquipnent located on • bank's premise!, 

! a nominal charge for those fev third party 

■nsfcri which are for aisoiints less than Sl.ODO, 
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but for all practical purpoaaa thar* la no charge 
for tbm ovctvhalKiiig bulk ot uaaga. 

Thia aituation can ba comparad with tba BankHlre. 
vhicb awat racovsc all of ita costi through * 

cbarga of 6(K par Beaaage. Ai ahovn in Tigura 1, tfirra is no ahaift for 

mo€t FmAtir* tranmftH, 

thaa* cottt ihcluda all coanunicationa linaa, the wWraa* th* AanUii* 

cfargmi tOi f*T tranrftr, 

conputar hardwara. ayataaa davalopaw&t, all aal- 

ariea. ganaral adniniatntion and ovachaad. Mock- 
ing capital, a> wall as Faderal, atata. and local 
taxaa. with ths Fedwira. uaara aca not chacged 
foe any of theaa noisal buainaaa akpenaaa. 



The aetivitiea of the Federal fteaerve in vice 
tranatar sarvicas have had a profound lapact on 
the BanMUce. Since 1974. nenberahlp in the Bank' 
Mite baa declined fioD 230 to 1«5 today, or a de- 
craaae of 20 paccent. Of even greatat impact has 



the Faderal Keaa 



:o a 31 parcant drop. 


At the 


givan at varioua con 


ferencet. 


haa raportad that ua 


aga of the 


Italy 70,000 p«i flay. 


and grow- 



Survey a of present Bankwice uaa 
in-dspth interviews with Banbec 
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C0K?>miSOII Of BMnWIKE AND FtPWIRE CWLUCES 



COWIDHICKtIOHS UHCS 
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OPERATIONS 
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a. radar ■! 
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inpoctant [••■on* tor tha daclining uae of th^ 
SankHir*. Tb* flrat of th«^ !• eoata: the 
■•cond ol thaaa — which I will dlaeuaa ahortly— 

ia aettlanant. Tha Fadwlre li fr*a, ditle the Ont of Oit raoor rtatani 

for thtit dtclimt hat 

BankHlra coita tOC per naaaage. With tha con- btm tht availabiliti/ 

ef Ml FfdJip* for no 

tinukd pcaaiuxa on operating eoatii tbec* ia a aett trantfm. 

natural and under atindable inclination on the 
part of operating peraonnel to take whatever 
Btepa they can to reduce coata, and thia In tUTn 
lead* to the algnilicant dl vara ion of traffic 
fcoBi tha BankWJra to tha Faduire. Declinea in 
tralfle hava baen a major factor in forcing the 

■hich in turn leads to furthac traffic declines. 



If tha Fadvirc were to charge properly allocated 
coata, including developnent expenaes, equlcment, 
and factora for the coit of capital, ve have good 
raaaon to expect BanXHira chsrgaa would be eKire 
than competitive with the Fedwirt. Under such 

J .. -I. . ^■., ^, tkr BimkV^ tvuU aarrj, 

circunataoces, and if the Bankwire was able to a ™jor fnctim ef Oard 



provide aettlannt, we are confidant that the 
Bankwire would carry a major fraction of the 
third party wire transfers, which would assure 
its long tera viability. 



parl^ Ovntftri 
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H-CMS rOK SAME MY MET BPTTLBMnff 
n» Mcond BlgnKlcant factor In th* dacraasiag 
ma of th* BankHiT* ia a diffaranca la th* 
■•ttlanant aachantui foe funds tranafarrad 
through the radwira ai coaparad to thoaa 
through the ■ankHira. Bacauaa of its unique 
rola ■■ ■ cantral bank, tha Fadaial Haaarva can 

by debiting th* ceunra account of the aandlng 
bank and cradlttng the xaaarva account af tha 
lacalving bank. Thii provide* 'Imadlate 
availability" of the Cuoda tzaneferrad. To 
be conpetttlve troB ■ product/aarvlca atandpoint, 
tlM Bankwire naede acceis to thia settloMent 

Tha Bankwire iiaabarahlp ha* dedgned ■ highly 

efficient aaana of acconpltahlno ■attlaaant. 

known a* 'net aattlaHnt-. with net 

settlanaAt, the BankHice would accnulata total* 

for the (unda traneferi aent and received by 

•ach bank and than report Uila to tha Federal n* JteikWra tia^t a 

f anility for tmf ^ 
Reaacva a* ■ single net debit or credit balance Mt ttttlmnxt tbnvit 

for each bank. Theaa balancaa would be posted abj« te oa^ta an « 

by tha Paderal Raiarva to tha aaaiber bank's 

raaarva account on that aaaa day. WiUi this 

facility, tha transfers through th* Baokllire 

would provide 'euM day availability* with aany 

fewer Battlsnent entries flowing through the 
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antral bank tyitca. nil would alio linplify 
■nd facltitat* preaant raconclliation procedurea 
ai well •■ radoeing peak voluaa bottlanacka 
in tha radwica. InplBBantatlon of thii aarvlca 
raqulraa that tha BankHlra bave accaaa to tha rai 
■sttlWMDt lyitan in auch a my a* to pamit the 
BankHira to ba conpatitlve with tha Fadxlre. 
Without thia a>B« day net aettlaiient capability, 
the future viability of the kankXlce aa a private 
aactor alternative la in doubt- 
It should be noted that thla net aettlenent ap- 
proach continue! the role of the Padflral Reaerve 
Syatan in the final aattlament procaaa of the 
paynanta atachaniiD without requiring each indi- 
vidual payment tranaaetlona to be proeaaaed over 
■ ayatea operated and aobaidliad by tha Federal 
Kaaerve. Thil approach la in accord with the 
reccantendatlona of the National Comiaaion on 
Electronic Funda Tranafara in that it enhance! 

Federal government in the payaienta machanifii. 

In December, HIT, the Federal Reaerve announced 
its intention to provide the BankHire access for 
net settlement. Since Hareh, we have been workin< 
with Federal Reaerve Gyatem peraonnel to define bi 
precisely the operational, technical, and legal * 
speets related to such aettlement. It ahould be i 
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pbMlMd that, for tha Bankwir* to b* able to pio- 
vld* Hlr* trvwtoT and rolatad payiwnta aarvlcaa 
which ara italiatieally coaqiatltlva with ehoaa which 
ara provldad by the Fadaral Raaerva, it ii aaaantial 
that thaxa ba a caaaonabla daqcaa of (unctlonal 
pailty batnaan PankMica funds tranalar aacvieaa and 
thoaa avallabla through tha Fadwire. This can be ac- 
coopliahad by having tha Padacal tiaaerva apply tha 
■ana Bceaptanca criteria to a BanliHlra net aattlanant 
Btatenent aa to any other Fedwire tranlaetiOD and 
prooqitly aeltnowledge the finality of aueh balancea or 
notify the Bankwire that aoae balanct ia not acceptable. 
Anything laaa than this iiould orevant the Banl-.'^ire 
fzoa piovidinq coi^atltlva oepabllitlea. 



vidt wtet—iit uhuk 
pfwidta for fwioti^m^ 
al foritu uit* t)ia 
fvitU tnnnftf eer- 
DUHJ 0/ ih* Tidtral 



laliitlc charge! for a 



aarvicei and by q 



currently unl 
ita caotial bank r 
liationa will 
flcient and 1 
nationwide ze 



to compete In providing ef- 
snauner and corpocata naada. 
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raam'Ta OW PKOFOSEP LKIBIATIOH 

It ia OUT fundwwntal conviction that any laglilatlon 

■ffactiog the opacatlon* of th* radaial lta>«rv« 



■boiild raqulra tha Fadaral Hi 
pricaa for payaanta ralatad I 
(uch charges ahould apply to 
funds, check collection, Auti 

relit*d to the electronic tti 
To assure a lagltiiiate conpetitivi 
where the private sector would find 
faasibl* to provide ■arvieei and ci 
it is •Biantlal th»t th> Federal lb 
pricing for servieaa, take into fu] 
direct and indirect coats incurred 
such aervicas, including overhead, 
iaputad coat* that would take Into 
that would have been paid, and the 
tal that would have been provided 1 
■ervicea been furnished by an organs 



charge explicit 
In particular, 
the wire transfer of 



inafar 



priv. 



■ for operation! 



ehaulil ekarg* u- 
pliait priott for 



providing 



prioiitff wHoutd toJCa 



encourage the las* affic 
latbar than an electron J 



tly identi 

. developnent , Marketing 

To do otherwise would 

mt check paynant* syatea 



In ita pricing, the Federal Reaerve certainly 
should be given every opportunity to be as 
conpetitive as poaiible. Bowevar, it should 
uuc oe petBittad to use its resouicai 
or unique poaiti ea a central bank to provide 
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■■rvlcai >t artificially low coi 
is dona only with Ui« daclarad i 
balng conpaEltlve. If the prlvi 
t of a parti 
coat! or 1. pi 

th* Federal Maarve 
b« allowad to chare 
coats (Including vj 



o Ei*K Iti 
■oflt. thia 



I than its fully allocated 
InpQtad allowancas) , In ef- 
ting and it* pcadoninant posi- 



Pinally, there 
charging of let vices 



For there to be 
which would pern 



3 payment of interest on 
, any restriction applies 
k which would limit the 

purchases, or aone absolute 
ed in any way to 
rvices would, in the private t 
IS an illegal "tie-in aale", 
truly oompatitive environment. 



5 conplately fro 



industry, manager 
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Df ttM nation'* wnwy aupply, and flacal agent 
of tha Fadaral govarnment. Thui, the charging 
Bad o|WEatln9 piactlcaa of tha Fadatal Raiarva 
■bouU be auch tbat tha private aaetor can alao 
coapota in providing payHenta aarvloaa to tha 
Traaaory and other dapartaanta of the Federal 



I charging for payments 



With raepeet 

provided by the Federal Resarve, we believe that 

the bill Intioduced by ConqreBiiur Stanton (B.R. 127061 

encourage ita favorable considecatioii 
that it could be iMprovad by t\ 
would reitilct tha Federal Keai 
any pricing or other competitii 

alBO ancouiege more rapid Inpli 
pricing o( auch aervlcea, calling for th< 
nouncfid by July 1, 1979 and Inplemented by Jai 
19S0. Inataad of July 1. 19BD aa auggeated in 



in S.A. Il7i)e... 



faster vipltnimtati^i. 



Me are abaolutely convinced that requiring the Federal 




Reaerve to charge fully allocated coats for ita payinant 


rtdtml *« 


aarvioaa will bring about ujor innovation, and axpan- 


EEs, 


aiona in auch aervicee which will be of far reaching 


omfaiptD-jii 


benefit to the public— both individual conaumera and cor- 


mimiKe. 
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1 RMda. It il. 






th* expectation of a reasc 
vic«s will be intcodueed i 
novation to wet the diffi 
Haw buBi:ie(ses will be foi 



i by the Padaral IMMrve 
<• to pay tti* r*qul 



>le leturn. Differen 
I result el eoopetiti 

I and private B*c 
is too complex — too dynamic — 
single approach to payaentB— 

Le does not meet the needs of 






IB , the Board « 



spoBBl K.R. 13477 ia not adequate 
svide for the pricing of Pcdtral 
the Federal ReBcrve'v July 10 pres 
3 suggests that it Bight not price 



:r. U4?7 allavi t 
fusibility o/am- 



ly believe that, by calling for the 
charge fully allocated explicit price* 
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.cgislation which will be o[ long ttnt uid Itr raaching 
banafit to the antire aconomy. Thia will con* about ba- 
CBUB* auch compatltive pricing will provide an environ- 

■ant In which the private sector can eonpete in providing Chargii-.g for Ftitrat 

B*Hn» Mtn/ten 

higher quality and lower cost serwicea to the public and ut" 1* of tajm- 

long tarm bmitfit ta 

the private aaetor, vhich will also increase enployracnt 
>■ wall as having the salutary effect of increasing 
Treasury revenues from additional taxea paid by the pri- 
vate sector. Td prevent such charges frca being punitive, 
the rederal Beserve should alleviate the present burden of re- 
reserves imposed on its membership. However, any such relief 
should ba completely separate from, and in no way con- 
ditioned upon, the purchase of Federal Reserve payments 
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UllIVEHSAL RESERVE REQUIREWEMTS , INTEREST 

OH RESERVES. AND CHflRQES FOR SERVICES: 

A COMPARISOH OF 13 CENTRAL BAHKS WITH 

THE FEDERAL RESERVE SYSTEM 



Evan Mlgdall 



•Evan Mlgdall was an Intern with the Committee on Banking, Housing 
and Urban Affairs, U. S. Senate, during the Summer of 197B when 
this paper was prepared. Steven M. Roberts l8 Chief Eoonontst 
for the Committee. 
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TiilB study has been pr^»red In antlclpatlcn of conslderatlcn by 
the Congress of legislation amendliig the Federal Reserve Act.V Its 
purpose Is to caqsare the Fedei^al Reserve Systan anl pn^x>sed changes 
In the system with the structure of Central Banks of twelve In- 
dustrialized oourtrles. The proposed ctenges would create universal 
reserve requirements for all depository Institutions, Initiate payment 
of Interest on reserves, and nandate charges by the FeAeral Reserve 
tor certain banking services. Iliese services are currency anl coin 
services, check collectlco, ;iet settlenent, jwlre transfer, auto- 
mated clearln^KUse, securities safekeeping and any new paymrait 
services that the Federal [Reserve steuld choose to provide at scroe 
future time. 

It should be noted fTon the outset that consideration of 
banking operations abroad has long been a starting point for planning 
for changes In our own banklne laM. In fact, the hearings and studies 
pursuant to consideration. In 1913( of the original Federal Reserve 
Act Included extensive dlscussicn of the operations of forei^ 
cwitral banks.- jt jg ^ped that consideration «» of the 
operatlrais of foreign central banks will aid In evaluatli^ tf» 
merits of the proposals recently nade by the Federal Reserve to 
the Congress. 

I. THE flHERICAH DUAL BANKDC BYSTHfl 

Foreign Caitral Banks and the Federal Reserve System are readily 
(1) 12 D.S.C. a 221.et seq. 
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ocnparable as to their technical stmotures. In fact, much sjininetry 
Is found In the ai-eas considered In this study. However, as an aid 
In ccnparlson. It Is necessai? to call attention to one area that is 
unique to the United States, that being the ftnsrloan dual-banking 
system. 

In the United States we have both a federally coitrolled system 
of banking a»3 a state-controlled systan. On the other hard, the Topcign 
states considered, generally have a system of banking that is 
totally under control of the central goverriDait. 

This difference stems traa the structure of federal-state 
relations in American CcHistltutlonal law. Itie federal Con^«ss is 
not given any explicit authority over banking In the Constitution. 2r 
Hcwever, the Ccmgress is given explicit authority <wer such matters 
as the regjlatlon of interstate eaimerce, collection of revemes, 
the raising and m^iportlng of the military. Bra the power to coiji 
money and regilate the value of money. 

At the sane time, the Constitution grants authority to the 
Congress to do Mtat is 'necessary and proper' to carry out its 
eitpllolt powers .V Prcm this 'elastic clause' the Conp-ess has 
Inplied certain other pcMers. In the context of banking, it has long 
been the law that the Conff^ss has the power to incorporate natiaial 

(3) O.S. Cons.Art.l,S fi. 

(ij) U.S. Cons.flrt.l,« B,cl.l8. 
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bante arxl regulate them.lf^ Hsmu^ the Interstate connefce poxer, 
Consress has had the power to Jnsui^ banks and exterd credits ani 
loans. 

Therefore, the Federal Reserve Syston as It mbs Instituted Mas 
based on "nwrtjerah^." Mentoerahlp la obligatory for all national 
banks,-' but voluntary for state-chartered banks.— Currently reserve 
requirements and regulations set by the Federal Reserve apply to 
meciber banks otHy.^ These menbea- banks represent 'iO percent of all 
camercial banks ard 72 percent of total bank deposits. 

IMs dlfferOKe, going directly to the proposed legislation, 
merely serves to coopel the need to stuly ftw^lgn systans, and 
does not detract fran the merit of such studies . HcMever, It imwt 
be kept In mind in evaluating the nore extensive ccntrol over 
banMng by oth^ cent3?al govemoenta. 



(5> M'Cunooh V. Jterylatrf, 17 U.S. 316 Cl8l9). 

(6) 12 O.S.C. B aa. 

(7) 12 U.S.C. B 321. 

(8) 12 U.S.C. S 561. 
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n. 'WE FHMOSED Ifl3I3mnOH 

Fraposad legislatlcn Hould require all deposltxarr Inatitutlcns, 
defined aa those covered by the Pedersl Deposit Insurance Act, the 
Federal Credit Union Act, and the Piederel Hcne loan Bank Act, and 
the Natlcnal Housing Act, to maintain reserve pequlraaenta a^lnst 
their transaction acoomts In ansunts deteinilned by the FMeral 
Reserve. IMs change Has been requested and Justified by the Federal 
Reserve Board on the thecsy that althou^ state ncn-tHnter banks 
are required to keep reserves by state Ibm, In mary cases those 
banks are able to hold those reserves In Interest bearing foniB. 
^tierefore, aoccKllng to the Federal Reserve Board, a dep«e or 
Inequality had occured, causing competitive Inequities between teieral 
and state banks. By Its poToposal the Federal Reserve Board has said 
that this conpetitlve Inequality would be reduced, and therefore, 
that the wlthdrawl of state banks frcn the syston would stop. In the 
past el^t years, liso monber banks have left the system and only 
103 ncttwnber banks have Jolned.^'^ i 

A secoid prc¥>osaI ncKie by the Federal Reserve Board is the payment 
of Interest on reserves left on deposit at Federal Reaerve Banks. 
Such payments are not made at this time and. In fact, have never 
been mEKle In the history of the Federal Reserve Syston. In fact, there 
is serious question as to the existing authority under the Federal 



(9) Statement of G. William Miller, Chalrnan, Boartl of Oovemora of the 
Federal Reserve Systeni,5efore the Ccnnlttee c^ Bankli^, Finance and 
Ift*an Affairs of the House Of Representatives, 27 July 1978. 
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Rese9n;e Act fOr such payments to be made without explicit SMthorlzatlon 
by the Cotigreaa, 

I 

Finally, ttMO^e Is a forapoaal that would mandate that the Federal 
Smem oterge far the prevloualy enumerated bankljTg aervldes. At 
present, the Federal Reserve Board has le^l authsrlty to do so, 1^ 
but does not exorcise this power, That Is, services are provided to 
mait>ers without charge In recognlticn of the reserves they hold at 
the Federal Resepve Banks. 

Four of the forel^ central banks studied In this paper charge 
directly for banking services and In the el^t other systoe reviewed 
banking services are provided In part by the central bank, and also 
by private institutions. Six central banks provide services without 
charge, and In all Instances where private Instituticna provide sane 
banking services, there is a charge for the services. 

Throu^iout this pE«>ei' the tens 'clearing' and 'settlement' are 
used. Clearing refers to the accounting process when funds are dram 
at one bank against accounts In another. Settlement refers to the 
process Involving the actual transfer of I\inds. 



(10) 12 U.S.C. §167. 
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m. POPEIOW CEMTRAL BftNK b'lHUJnJHES 

Tbs attached chart shows In detail Infannation about the 
relationship between the central bank anl the connerclal banks within 
Its Jurlsdictlwi. It enmerates the reserve requlrEment relationship, 
whether Interest Is r«ld by the central bank on reserves held with It, 
whether the CKitral tank provides bank services, and cm what basis. 

llie following material is Intenled as an expansion or the 
InTonnatlan In the enclosed chart. It Is conplled primarily fVcn 
InfOTmatlon provided ,by the Intematlaial itonetary Rail, Ehijasslos 
of countries stwlled, the FDE Study, conlucted by the ftwse 
Banking CoDiolttee Staff, the British aid CanaJlan Bankers' Association, 
and materials listed In the bibliography. Most of the lnft>nnatlon Is 
currait to 1977. 

(a) Great Britain 

The Bank of E^iglanl, the central bank of E^iglaM and tbles. Is 
responsible for note Issue, administration of the natlcmal debt, anl 
acts as govemnent agent In certain Important financial transactions 
and adviser to the goverrment on financial natters. U/ It Is also the 
primary body respoislble for ncmetary policy, which It Influences 
throu^ setting of the rediscount rate, open market transactions, 
and reserves that itust be kept by all British banks with the Bank 
of Eiigland. 
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aplanentatlon of central bank policy In Bigland has besi efTected 
traditionally through Informal agreanents rather than by statute, ttoHever, 
Bhould there be a"hreal<doim or trust", the Bank of Biglflnl Act of 19t6 
gives the Bank authority to Inplanent the above bariklng policies. At 
this writing, the Bank of England has not yet had occasion to use Its 
statutory autha-lty. 

British banks are brolcen down Into four claBslTloatlrais. Tliese 
are Deposit, Merchant, British Overseas and CatRtunwealth and the 
Etarelen and Consortium Banks. Crucial to the Bank of Bigland's 
supervision of the econany la the provlalon that all British banks 
provide It with statistics regarding their assets and llabllltlea 
Clnoludlng peaertfea), a requlreraent that has led to their being 
called 'statistical banks.' 

Since 1971 there has been a mandatory 12.5 percent reserve 
requirement, rai day-to-day eligible liabilities, fcr purposes of 
controlling ntsney anl ci^lt. IHiere nay also be in4ninun deposits 
with the Bank of Eiiglana for facilitation of clearing (clearing 
balances) as well as a 1.5 percent apeclal liquidity cash reserve. 
In addition, at any time the Bank of Eligland may call in a f\jrther 
monetary reserve. Of the various typea of reserves that nay be 
required. Interest ia payable only 00 this mmetary reserve, and 
wsuld be calculated at the market rate of Interest. Reserves are 
required generally fcr the puipose of monetary control, however, 
reserves are also held so as to ensure that British banlcs are able to 
meet their day-to-day detnands of the clearing system. 
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The Bank of &iglard provides nnte and coin Issue to Qigland anl 
Wales at no charge for shipping. Check clearing la done by private 
Institutions, ]aiam\ as the clearing banks. By way or a cooperative 
netMS-k, the heads of each hank send an aooountlng of checks drawn 
against the othra* banks for clearance, fton-clearlre bank members 
can participate in clearing through a special agent appointed for 
clearing purposes. While clearing Is done by the private Institutlms, 
the clearing banks thanselves may nEilntaln a clearing balance with 
the Bank of Q'^glanJl aid clear checks by way of bank drafts drawn 
afftlnst these balances. Settlanent services are also provided by 
fvlvate Institutions. FCo* these services there Is a charge, as the 
Ea*lvate clearing and settlanent Institutions are profit making. 

It is probably valid to say that the authority of the Bank 
of EttgJand viould afpear to be nore narrowly drawn than that of 
the Federal Reserve, but that the Email nmib^< of banks and the 
pcwer of imral suasion gives the Bank of Qigland greater overall 
day-to-day control of the banking systan. Also, unlike the United 
States, the Bank of Bigland covers all banks, there being no 
dual banking systan. 
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(b) BelriuM 

Barddng In Belgium Is controlled 1^ two carefiaiza.tiixiB , the 
Royal Banldrig Coanlaelcn aral the Bank or Belgian. The fcamer Is 
responsible mostly for mloixj-econcnlc policy, such as supervision 
and regulation or inllvldual banking Instltutlms. The Bank of 
Belglura perfomB services generally associated tdth central banks 
such as providing coin and p^)er currency, providing settlement 
facilities, holding bank reserves and serving as the lender of 
last resort. It Is also in charge of nxmetary policy. UMer the 
Belgian political structure, which la dlffea?ent Craa the 
American federal-state mcdel, banking is controlled In large 
part by TfoyaX decree and Is a];:f)llcable to all banks. 

Reserves are deposited in the Bank of BelgJisn as a fixed 
proportltti of the mcnetary llahllitles of all banks. Crenerally 
thn% is no Interest payable on reserves. However, a porticn of 
the reserves may be held In the Tom of govemnent bonds, and 
interest, on these bonds. Is payable at the nerket rate. 

The Bank of Belgium provides coin anl paper cuirency at no 
cost. Check clearing is provided by private Institutions, ani these 
charge fbr their services. Settlonent loay be effected throu^ 
facilities of the Bank of Belgian, which basically consist of 
facilities where officials of the few banks can meet to clear 
accounts. The Bank of Belgium charges a low fee for the use of the 
facility. This Is easily accoipllshed cwlng to the small runber 
of banks In the counti? an) the conaeiiuent ease of cocaTdlnatloi. 
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(o) Federal Republic of Oennany 

■nie Deutsche Gurriesbank, the post-war West Qemen central bank 
la structured In a way similar to that of the Federal Reserve Syst€m. 
There la one central hank with branches In each of the eleven states 
of the German Federation. Tbe President of each of the regional 
banks, along with the Board of Governors of the main central bank 
are responsible for monetary policy. ^Die Bunlesbank has control 
over all banks In the Federal Republic. 

■Hiere Is also a Bank Supervisory Authority >*lch oversees 
bank reKiilatory policy In coordination with the Deutsche Bundesbank. 
The latter can refuse to offer Its redlscountlng (unities to banks 
IT they should violate recornnerdatlons of the Supervisory Authority. 
The Bundesbank collects statistical infonnatlcn frcn all Vest 
German banks for the purposes of planning policy. 

The basic Justification fca:' reserve requlranents held t^ the 
Deutsche Bundesbank Is the effectuatloij of nonetary policy. Oermany 
In the post-war period has been among few countries to use variable 
reserve requlranents to taplanent Its monetary policies, basically 
as a check on the balaiwe of payments and as a means of relnforcljig 
the official discount rate.^ 

Reserves are held as Interest-free deposits with the central 
bank. There are upper limits on the anwunt of the reserve, and these 
can be varied according to size of the banks, location, and lir^iortance. 



(13) M.H. deKock, Central Banking . pp. 22^-226 (197«). 
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As far as location Is concerned, proximity to a regional emitral bank 
Mould be s factor In keeping a smaller reserve. 

Settlanent services are offered only to "larEe"bankB , and the 
oraitral bank also pepforms check clearing and provlfles coin aid 
PEVep currency. Itere la no charge for these aervlcea. 

(d) Fmxa 

The n:*«x;h banking systan Is under the Bvipecv^ian of two 
organlzattona, the Bark of Fi-ance and the BanWng Ccmnlsslixi. The 
Banking Conmlsslon Is presided over by the Governor of the Bank of 
France. It Is responsible for banking and reserve ratio policy at 
the micro-level, tftiereas the Bank of France Is primarily conceamed 
with overall econanlc policy. 

"Ra Bank of A-ance is sljnllar In functlcn to the other c«itral 
banks reviewed. It is the issuer of currency, performs clearing aitl 
settLaaent,' services, is responsible for forel^ banking and monetary 
control, and perfowns ralscelaneous funoticns <xi the Ti-easury's 
behalf. 

m similar fashion as the Deutsche Bundesbank, the Bank of 
R'ance has experimented with variable reserve requirements, nie 
variations go to the amount ani nature of the liabilities to vAilch 
they apply. Ifrider French law these can be set at up to 15 percent. 
The French requiranenta apply to all banks without exception. The 
Bank does not charge for Its banking services, and no IntMWst is 
paid on reserves. 
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(o) Italy 

The Bank of Italy Is rut owned In any part by the eoverrr n en t . 
Insteacl It Is OMned by sharciiolderB, **io elect all the directors, 
KKS^t tac the Oovemar, who la chosen by the dlrectora with the 
approval of the ecwr a Binent.l3r ^tte shar^xjlders are coimerclal 
and saving banks, The Bank of Italy Is one of the few forel^i 
central banks with a permanent orrice In the iftilted States for 
the study of Anralcan financial Inatltuttww . iV 

The Bank of Italy has broad authority In the areas of credit 
ccmtrol and monetary policy. It also perfcams typical central 
banking f\inctl(»s such as providing cun?ency, check clearing and 
settlonait, and wire transfer services. Ctscf^a are inade for the 
wire transfer services, anl s percentage connlsslcsi Is taken on 
settlements. There are private clearing houses In Italy, as is 
the case In Great Britain, and the Central Bank has the power to 
advance, for a period of up to ten days, funds to facilitate 
settlenenta bietween the banks and the clearing tajses. 

Reserves are mandatory for all ccrmerlcal and savings banks, 
and are deposited with the Bank of Italy. These are calculated 
as a percentage of deposits with a celling on the total accmulatlcn. 
Interest Is paid on the reserves , the current rate as of July 1978 
being 5-5 percent. 

(13) Id. at 307-310. 

(I'D Bank of Italy office Is In New York City. 
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At tines a p«:^:entage of the reserves may also be held in 
govennent bonds or securities, as is the practice In Belglin. Itie 
brealoJoHn of auch an anrangoiient Is to be detsmlned by the Bank of 
Italy and nust allow at least 15 percent of the requlranent to be 
held with the Bank of Italy. Iftider these clrciznstances , ttnae revenues 
on deposit with the Bank of Italy HDuld receive 5-5 percent arai the 
rest would obtain whatever yield the bonis or securities offer. 

(f) Detmark 

The Danish banking system Is tar less eonplex than that of most 
other countries in this study, a surprising fact because of the 
ccdfiaratively large nunlier of banks for so aniall a nation. While there 
are three large Copenhagen banks, with over 50 pravent of the total 
banking business, there are also 78 Indepailent banks. -5t 

Banking In Dermark Is under the supervision and control of the 
Daimarks Hatlcnalbank. ITte key mechanism used by the bank for the 
control of monetary policy Is the cUscount rate. 

'Rterv are no reserves ccnparable to tiwse required by the 
other central banks. However, the central bank does have certain 
requirenienta designed for the protectlcn of the banking public. 
The first of such requirements are llquldty ratios, consisting of 
holding:; in the vaults of each bank. Iliese are cash or easily 
marketable securities. The aggregate amounts must not be less than ] 
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15 percent of a bank's ccamlttnente payable on denand cr at less than 
one ncnth's notice. 

Besides the liquidity ratios there are deposits taken by the 
central bank for the purposes of cheek clearing (clearing balances) . 
me size of such balances are dMermlned by the central bank. Itiere 
Is also auUiorlty for the central bank to require additional d^joslts 
with It for aoneisiy purposes. In either of these tHO cases, aiv 
deposits left with the central bank would receive the market rate 
of interest. 

Banking services such as providing ouirpeney, check clearing, 
and wire trananlaslon of funds are pMvlded without charge. 

(g) Switzerland 

The Swiss National Bank, which poredatea the Federal Reserve 1^ 
six years, is the (xHy note issuing bank in Switzerland. It Is mt 
owned by the Ccoifederatlon but Is a public limited coipany with Ita 
shares quoted on the stock exchange. Abcut lt2 percait of the Issued 
capital (50 percent of the total coital) Is in private hands, the 
rest being owned by the cantons, the oanttmal banks or other public 
entitles. At one tjme, as Is presently the case In Great Britain, 
the Swiss Bank operated on the basis of irostly Infonral as^-eenients. 
However, tn recent years, this has yielded to the fornallsm of law,— 

The Bank Is broken down into three departments , two in Zurich 
and the third In Berne, the se are also functionally divided In tenna 

(16) Peter G. Fousek, Foreign Central Banking: TTie Instnments of 
of Monetary Policy .pp-lLlS-te (1957). 
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of banking services . The servloes offered In Berne relate to bank 
notes Issue, said control, an! coordination with federal authco^ltles. 
At the two other departments there is safekeeping of securities, 
clearing, collection, and settlement, discount of eligible paper, 
ani loan funotiona of the Swiss Bank. Tlie Bank is also responsible 
fco- nonetary policy throu^ control of the money supply ai¥i open 
marlffit operatlcwis. 

Reserves are maniatory for all banks, ajii are of two types, 
ftie is in the fbim of an interest-free deposit to ti&it inflation, 
vfliich the Bank may authorize. Such reserves are a function of the 
bank's grcwth level and liabilities. 

A second reserve la for the writing off of losses, ard is 
calculated, at a minimum, one-tw^tleth of a bank's yearly profits. 
The celling on this amount would be cme-flfth of paid in capital, 
or in the case of banks with m paid-in capital, one twentieth 
of deposits. 

"Rte Swiss National Bank does not charge for banking services. 

(h) Austria 

The Bank of Austria, In similar fashion to other central banks, 
perfarms both national economic ai»i monetary policies, as well as the 
recognized currency services of rest central banks. However, unler 
the Austrian system, the central bank Issues wily bank notes While 
coins are exclusively issued by the Ministry of Finance. 
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AD. credit Instltutlcais nust nalntaln reserves. Ihese are 
uniformly fixed, by law, as a percentage of liabilities, the cpposlte 
of the nel^l>orlng Qennan syston of variable reserves. No Interest 
Is paid on reserves. 

Tl» Bank and the Ministry of Finance deliver currency free of 
charge. t&Mever, other banking services, such as check clearing, 
settlonent, and ^nlscellaneous Interbank exchanges are provided by 
private Institutions rather than by the Banlc of Austria. As Is 
generally the case, there is a clarge for the services of jrivate 
InstltutlOTia. 

(1) Greece 

m terms of political authority of national banking or^nlsatlois , 
the Greek system is the exact c?iposite of the Federal Ress've. Here the 
national govemnent has strict control over all banks without 
exceptions. All financial policy is placed in the Greek Cuirency 
Coninlttee, "Bts Bank of Greece has the authority to enforce adhwenoe 
by the banks to the decisions of the currency coimittee. 

The Bank of Greece is slinllar to the Federal Iteserve In the 
sense that they are both among only five world central banks in 
which the state does not have any direct share of ownership. =1-' 
Besides its supervisory authority over policy it perfoms traditional 
central banking IVmctions such as settlonent an3 check clearing, 

(17) M.H. deKoek, Central Bankli»:. PP.3Q5-306 (1971). 
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providing currency, transfer of ftutla, ana ouatodlan of the state's 
forel^ assets. The Bank charges a percentage rate fee for settlements 
and oheck clearliig services. 

Reserves are held In two parts. The first Is calculated at 20 
percent of danand ard time deposits ard 5 percent of private savings. 
No Interest la paid <xi these reserves. On the secwid reserve, which 
Is the sanie for demand anl time, ard 3 percait for savings, Interest 
Is paid. Current rate Is 9-5 percent.— 



iS) Mexico 

The Mexican Central Bank la owned 51 percent by the Mexican 
govwnment, the remaining 49 percent held by the credit Institutions 
thanselves. Ihe Mexican govermmt's requirements cover all banks. 

The Qrgpnlc law of the Bank of Mexlc«^«f states that the Bank's 
f\inctlons are regulation of currenc7, clearing, management of 
reserves held with It by the comierclal banks, supervlsltm of 
ocKpllinoe by the ocmnerclal banks of decisions of the national 
Banking Ccmnlsslon, ard acting as financial agent of the fcpvemaent 
In foreign transactions anl loan matters . 

Reserves are a najor policy tool In Mexican ironetary policy. 
At present they are set at 37 percent of deposits. The reserves can be 
divided Into two parts; those takm for lometary policy end those 

(18) June 1978 figure provided by Greek Qifiiassy, Washington D.C. 

(19) Hans Aufrlcht. Central Bank LeplsUtlon (i960). 
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fcp leggl purposes. About one talf of all reserves earn Interest. 

the Bank provides currency, settlsnent and clearli^ as well as 
wire trananlsalon services to the oomnerolal banks. There are charges 
for all of Uieae services. 

(k) Japan 

The Bank of Japan Is one of the oldest 
central banks, dating back to 1882. Its oPKlns 
are In the monetary crisis of the same year, caused by an over- 
abundance of pEg?er aonsff Issued by the several national banks. The 
Bank ordered the wlthdrawl of all Issue and becane the sole acwrce 
of currency,??.'' 

Hie Bank las a oenplrat systen of variable reserve requirements, 
i4ilch classliV banks on the basis of size and function of instltuticn, 
as well as type of d^oslt. Function classes range fran savings, to 
agricultural, to "near-tanks" that perfomi only one banking ftjnetlwi. 
Ho interest is paid on any reserves. 

Ancng Its banking services Is providing currency, wire trans- 
misaicn, and discounting of bills. No charge is made for these ) 

services. Far settlement and check clearing there is no direct 
charge. ITds is done throu^ a system of clearing balances held by 
the Bank, Adjustnents are singly sede in the balances to account 
for transactlcma. 

The Bank is owned 55 percent by the guveiiinent, the renalnder 
by the caimepclal banks. Its directors are all govemrent appointed, 
and there la no shareholder partic ipation in managanwit. 
(20) H.H. de Kock, Central Bankliy:. p.7 (1971). 
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(1) Canada 

Canada's banking structure is set up so that all Instltutlcna 
alloMed to call thanaelves banks are under the control of 
Parliament. TMa la acoarpllshed by having only twelve banks, each 
required by law to be chartered by Parliament. These hanlle savings 
and ecnnerclal transactions. Mortgage, trust, and loan activities 
are handled by other institutions, krKmn cannonly as '^:iear-bank3" 
but not within the bank classification, ^nie system has been 
relatively stable. In fact, the last bank failure In Canada took 
place In 1923. 

"Ox Bank of Canada does not provide the full range of services 
provided by other central banks reviewed In this study. Its main 
responsibility ia the ccntrol of credit. As such It holds r 
of the chartered banks In two classes of reserves. Cash r 
held in the tarm of deposits with the Bank of Canada are set at 
jresent at 12 percent for demand and 1 pasjent for time deposits. 
Secondary reserves are a coiplex scheme of deposits in excess of the 
above cash reserves. Also, on the basis of moiul suasion Canadian 
banks generally are advised to keep an investment In seme liquid 
asset. Reserves are non-Interest bearing. ?= 

The Bank of Canada provides coin arri p^ier currency at no 
cost for shipping. However .settlement and clearing Is the responsibility 
of the Canadian Bankers' Association throu^ a network of clearing 
hauaes. The Bank of Canada assists in this to a certain degree by 
supervision at the head offices of the banks and in trananittlng 
net clearing results to the banks. The CBA charges for interbank services.' 



(21) See Canadian Bankers' AssoclatlOTj publications in blblio^^hy. 
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The statutory scheme of Canadian banking law provides for a 
revision every ten years. In Augist, 1978, a revised bill entered its 
second readljig before Parliament. Of relevance to the changes now 
being ccntsiplated In the United States is the provision In the 
new bin Toe a Canadian Payments Asaoolatlon.—/ 

The CPA would be chartered by Parliament, In nuch the same way as 
the twelve chartered bante. All twelve banks would be required to Join. 
The purpose of this facility Is to wldoi the scope of the clearing 

23/ 

system and the coordinated banking In Canada. — Ihe CPA would not 

be an agent of the Canadian goverriDent. 

Originally, the proposal had called for mandatoiiy reserves of all 
CPA manbers, but It now ^ipears that this proposal has been deleted. 
All banks (but not near-banks) under the new legislation will still 
be required to keep reserves with the Bank of Canala, but these 
reserves are to be reduced by ^ipronlmately 2 percent across the 
board. It ml^t also be pointed out that the near-banks do not have 
access to the banking services of the Bank of Canada. 



(22) Bill C-57, 2&-27 Ellstabeth II, 1977-78. 

(23) Donald S. Macdonald (Minister of Finance), Milte Paper o 
Revision of Canadian Banking Legislation (197 fi). 
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IV. ocwciDsiais 

nie central banJca ehoswi for this paper represent the banldne 
aystona of the world's most developed, rree Inlustrlal states. While 
there are many other central banks abroad, these reiiresented the most 
advanced that could be readily studied. 

Of the twelve central banks CDnnldered, eleven operate under a 
political ayatem In which the national goverment reaches all 
banking instltutlcns without the need far a partle^jatory scheme that 
oroludes acne ccmnerclal banks. The twelfth nation, Canada, merely 
uses the device of nationally chartered banks exclusively In oedee 
to have ^rllament si4>ervlse all banks. Therefore, trtiether the 
reserves are variable or fixed, Jn all twelve natlcns they are 
mandatary for all banka. 

In every country where parlvate Institutions provide the baalc 
banking services similar to those discussed above fc^ the Federal 
Reserve, charges are levied for the services. In the cases Mhare the 
central bank provides the basic banking services, four charge 
directly anl several other require the banks to hold clearing 
balances which they adjust periodically as transactions are made. 
Charges are In the form of either flat fees or percentage 
ccmnlsslois or both an various transactions. 

Interest on reserves held by forelgi central banks is not 
a comon feature. Only three nations, Oreece, Italy and Mexico 
pay ijTtereat directly. Only Italy pays Interest across the board 
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CO all reserves. MDreover, Mexico pays only on a portion of reserves 
and Qreece arUy an secondary reserves. Italy at times permits banks 
to hold reserves In bonis and securities, and In such clrcuitBtances, 
reserves receive the market yield. 

Ihe central bank of Belsium allows acme reserves to be held In 
the Turm of Treasury Securities. Great EMtaln pays Interest on 
emergwKy moietary reserves, but these reserves are not a pennanent 
feature. Dermark la ai»ng four nations that hold prudential, check 
clearing or special mxietary deposits. It is the only nation studied 
paying Interest on check clearing balances or special insnetary 
deposits . 

&1 Belglira, West Germany, RTance, Mexico anl Greece, banking 
supervision la pursued by royal or govemnental ccmtssions acting 
in concert with the oaitral bank. The ocmnlssions deal mostly with 
mlcro-^licy, the regjlatlon of Individual banks, an! leave 
macro-policy, the national eaonondc regulation, to the central 
bank. However, there la a thin line separating the ccnmisslona and 
the central banks, and in acme cases, the central banks are the 
enforcers of both micro and macro policy. 

Finally, In Great Britain and Canada, vrtille the central banks 
do not operate In as many areas as the Federal Reserve, coordlnaticn 
with a Hational Bankers' Association, and the power of maral 
suasion leads to a tightly regulated banking system. 
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Intro iluct ton 



Recent let 



tntly 



under dlBcussIon offer the potential of substantial changes In the 
regulatory enviornoent within which cniBerc^ial banks opecste. Hear- 
ings havb centcied upon the alleviation of the so-oalled "cienbErship 
probleo" facing the Federal Rsaerve System. During the discussions 
of pOEBjble lenedlcE to the decline In Fed meBberBhip a number of sub- 
stantive chdnges In regulation have been proposed. Garllet, It vas 
suggested that the improvemenc of Federal Reserve neoiber's relative 
positfon could be obtained by reducing Federal reserve requlrenents 
on dcpoBlts. A more recent proposal involves the paynent of interest 
on requited reserves held at regional BsnkB. This proposal has been 
coupled with the ellalnat ion of the 1933 prohibition on inrereat on 
denand deposlCB. This coupling was originally viewed as a method of 
transBitting soue of the new found incone accruing to the financial 
Institutions directly to Chelr depoaltors. 

In suOBHiry, three proposals ate presently under consideration. 



coimetclal banks and other ilghC depoalt Issuers, such as HOW accounts 
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In the economy cauEed by a shift In the base or reserve noney market 
(referred to as noneCary disturbances). Such a dlsturbancs uould occuc 
if ccmnercial bank reserve behavior vete Co shift oc the demand for 
currency of individuals were to suddenly change. 

(c) PayinE interest on required reserves has exactly the opposite 
effect of reduced reserve ratios. It reduces monetary disturbances, while 

(d) The payment of interest on donand deposits has a similar effect as 
a reduction In reserves, as it too reduces Che severity of monetary distur- 
bances and exacerbates real discatbsnces. 

(e) A combined shift to positive rates of interest on reserves and 
Interest iin demand deposits appears to be a counterproductive nove from 
the standpoint of macro economic stability, it has the potential of In-^ 
creasing the severity of both monetary and real disturbances to the economy. 

Cf) A combined shift Co lower reserves and positive interest rates 
on demand deposits would tend to have a stabilizing effect for both distur- 
bances. 

(e) Universal reserve requiicnenta could be quite beneficial to eco- 
nomic stability if and only if they were Instituted in conjunction uith 
Identical definitions of reserve assets for all Institutions holding transac- 
tions balances. 

(h) Universal reserve requirements on transaction balances will cause 
the econoDiy to be slightly more stable than Its present condition, given 

of check clearing and correspondent banking. 
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Heclioi) of AnalyalB 



The basic framework sgployec] In our research into Lhls quesElon of 
regulatory change Is a general equilibrium model of the financial naikets. 
Three sectors exist in these markets, viz, (a) hauSEholds, (b) banking or 
financial institutions, and (c> fliras. Each sector's demands and supplies 
of assets satisfy balance sheEC constraints and substitution properties 



that 



'ell established 
lienselves are div 
.gh powered money, (b) 
'unts at all f. 
nmenC, and (d) 



I the 



led into foul types of assets, vii. (a) currency, 
eposiCE of various types, including demand 

equity, or firm shares. The model determines 
bond and equity oarkeis, and the general level 
it wich equilibrium, 
however, our attention centered upon the be- 
havior of the economy when some unenpecCed disturbance occurs. Of course 
if the Federal Reserve had perfect knowledge of all such disturbances, the 
point would be moot, as they could offset any shifts. In the latter case it 
has been shown that the monetary authority has sufficient tools to achieve 
a stable eonomy. When the price level, and employment levels ate only known 
with a lag and the sources of the dlBturbancea are not know, complete control 
Is not feasible. In this case, the central bank can only operate to minimize 

win effect the ability of the Federal Reserve to minimize the destabiUzing 
shocks to the economy. This is the essence of our study. 
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To fliulyie the impact of rcsulatoiy change on ccoiunic itablllty we 
considci an exhaustive ^ct of four dlEtlnct types nf diaturbancea to the 

(1) a Chang* in either the d^nani] or supply uf nonay. 

(2) a change In the market for equity 

(3) a change In the narket for real output 

Given Che present regulatory scructuit a disiulbance of any of the above 
types ulll affect output or prices. The degree of this adjustment Is dic- 
tated by the interrelationships betueen narkecs, and the present regulatory 

»i-xt ve analyze hou the variance of prices would be affected by the 
proposed changea in regulations. Here variance of price Is u,sed as a 
nt^isure of stability, vith output variation or sotne other Indicator of Che 
stability of the underlying aconooy an equally valid aikd consistent guage. 
The results of Che analysis are enuaerated above in the sunaaTy section, 

Concl udlo it Reaarks 

Ue tplleve our study and its results to be particularly relevant to 
the present hearings. Our work appears to be the only analysis available 

cut policy tecommendaCions vls-a-vis the "men hers hip" Issue. Specifically 

it aijuea that eeaiingly similar approaches to the rfductlon of meabcrshlp cost 

should be recognized in any regulatory change. 

Obviously ve have not burdened the cownittee with the explicit nodel 
Chat achieves these resulcs. However we would be happy to offer our 
scholarly papers that arrive at theae conclusions. Further, ai^ queatlona 
you nay have or discussion you aay wish would be welcoae by both of us. 
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